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OBBES is authority for it that “In the right definition of names 
H lies the first use of speech, and in wrong or no definition lies the 

first abuse,” while Joseph Kohler declares ““The moderns do not 
generally give definitions in the old pedagogic way. Definitions are now 
characterizations.”* We have it on the authority of some that to define 
law is an impossible task. Others say “Not so, for definition is sufficiently 
accomplished when we make the new we are trying to learn understood in 
terms of the old we know, and this can be done of law.”’ At any rate, I 
shall not try to define it. It is sufficient for my purpose to assume that it 
has been defined, and to ascribe to it characteristics within the assump- 
tion. Its apparent self-sufficiency by now, its cast of authority, have made 
it a favorite word with those who like to speak in absolutes, but it is not 
as an absolute that I shall deal with it; quite the contrary. I shall deal 
with it as it has manifested itself in the unending struggle between rule 
and discretion, the absolute and the relative, the fixed and the changing, 
the predictable and the unpredictable, as they affect or are affected by 
judging. In short, I shall deal with this iridescent thing called law in 
its most elusive and entrancing phases, its everchanging content under 
the steady pressure of the changing life it serves and rules. I shall take 
the position, as some do, that the apparent confusion and inconsistency 
manifested by the law we have on different social planes, in different so- 
cial set-ups, under different decisions within those set-ups, is not, speaking 
fundamentally, an inconsistency at all, but a living consistency, the result 
of the pressure of formal law for a material law with an ideal content, a 
law ever more truly representing the life always evolving around us. I shall 
take the position that the civilian and the common lawyer, the strict con- 
stitutionalist and the believer in legislative freedom, the precedent men 
and those for free decision, are always struggling for the same thing as 
each sees it. This is to have the actual content of the law in its pronounce- 

* United States Circuit Judge, Fifth Judicial Circuit. 
* Kohler, Mission and Objects of the Philosophy of Law, 5 Ill. L. Rev. 423, 426 (1911). 
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ments and in its workings, in its compensations and in its reparations, in 
its punishments and in its remissions, be ever taking more ideal form. I 
shall take the position that though everyone is his own interpreter, just 
law speaks and should speak with one still, small voice; not varying and 
discordant, but uniform and harmonious. I shall take the position that if 
attention is centered on law as control, it will be found that law the bind- 
er, the controller, presents always a single face to man; that the seeming 
variances appear only in the means and results of control under varying 
views and circumstances, in varying times and places. I shall take the 
position that viewed abstractly and ideally as control, as binding force, 
abstracted from the institutions it sanctions, the results it brings about, 
the things on and the means by which the force is exerted, viewed in 
short, as form, law is timeless and universal. That it is only partial, local, 
temporary, when it is viewed in its content as means employed to bring 
about results which have from time to time been deemed desirable. Such 
law, law in the concrete, is not, it cannot be, an ultimate end; it is, it can 
only be, means.” 

Of justice it has been said that its seat is in the bosom of God. Finite 
justice, as it is administered under human law, has its seat in the en- 
lightened conscience of mankind. It aims at achieving just results under 
law. I believe, and I shall roughly state, that just law has been nearest 
attained and best administered when the actual law has struck the best 
balance the times admit of, between sympathy and a strong and enlight- 
ened common sense. When, in short, the pure claim of the demandant is 
examined and adjudicated in the light not merely of its own appeal, but 
of those social considerations out of which wisdom and prudence, and a 
strong common sense, from time to time extract principles for the guid- 
ance of human affairs. Because this is so, it is the boast, it is the strength 
of the law we live under that it is flexible, and that it changes not so much 
in principle as in application under changing conditions. Long ago one of 
the greatest figures in the history of the common law, seeing indeed, more 
clearly than we do now, the existence of those “principles of natural 
rights” of which he spoke, said “‘The principles of natural rights are per- 
fect and immutable; the condition of the law is ever changing and there 
is nothing in it which can stand forever. Our laws are born and die.’ It is 


* ‘Whoever maintains and defends a specific legal rule with definite content as absolute, 
simply because it is legal, is guilty of an objectively unjust act of will.” Stammler, The Theory 
of Justice (1925), 26. 


3 “No rule is just for all times. Every form of justice, like all formulated law, is the outcome 
of historical development. We have already pointed out that lawyers’ law, the child of free de- 
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this infinite capacity for change exhibited by our law, which makes some 
of us think of our actual law as but a becoming, which hardly is when it 
ceases to be. It is this everchanging content which makes necessary and 
explains judicial systems everywhere.‘ 

In every discussion of law, in every reflection on it, a question arises 
whose solution largely determines the conclusion we reach as to what law 
is, and how we get it. This question is, whether judges are moved by, and 
must conform to, a force outside of them which though they may in part 
direct it, deflecting it sometimes, staying it at other times, yet always 
furnishes the driving power for the statement of the law, and in the end 
prevails; or whether they themselves are the force. Some think of law as 
though it were a great wind blowing, its force caught and used by legal 
craft by the set and trimming of their sails. Some think of it as a series of 
little gusts the judges raise in each case, as they launch their decisions, 
soon blowing themselves out unless fanned by subsequent judges who give 
the same direction to the barks they launch. 

Now every one knows that before any specific decision was rendered or 
legislation enacted, there must have been existing some body of opinion, 
dominated by some received ideal, to be shaped into legal form. Every- 
one knows that in the biblical sense of creation, the making of something 
out of nothing, no law was ever made. All agree that in the qualified sense 
of the creation of form, by the assembling of words to give effect as law to 
the ideas and results already determined upon, all law making is creative, 
and that judges in that sense do create law. 

There is, however, still a real controversy, a real lack of understanding. 
It is between those who take the view that law consists only of the count- 
less, the almost infinite combinations of facts, and the legal results which 


cision, is composed of rules derived from the nature of social relations and changing as these 
change. The great mass of rules of decision are determined, at any given time, by the changing 
social conditions to which they are applied.” Ehrlich, Freedom of Decision in Science of Legal 
Method (1917), 72. 


4In his great address before the American Bar Association in 1890, on ‘The Ideal and the 
Actual in the Law,” 13 Rep. of Am. Bar Assn. 217, 225, 226 (1890), James Coolidge Carter 
declared: 

“The first step in the administration of justice has been to elect a judge. The creation of 
judges everywhere antedates the existence of formal law, but though formal law does not at 
first exist, the law itself exists, or there would be no occasion to appoint a judge to administer 

The social standard of justice exists in the habits, customs, and thoughts of the peo- 
ple, and all that is needed to apply it to the simple affairs of such a person is the selection of a 
person for a judge who best comprehends these habits, customs, and thoughts As society 
advances, the need arises of a special class of men, whose sole function is to apply the social 
standard to justice and to qualify themselves for the office by a study of those rules; hence the 
origin of the judicial establishment and of our profession as lawyers.” 
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have been attributed to them and those who think of law as a dynamic 
force. The first group thinks these combinations set patterns authorita- 
tive for other cases, and that in deciding cases judges must, as children do 
in solving picture puzzles, mechanically arrange and re-arrange facts and 
law until they fit the pattern. The second group believes that the feeling 
for just law is a dynamic force; that it has its seat in the bosom of every 
just judge, and that it drives him to decide the cause before him as nearly 
in accord with the “ought to be” as established method will at all permit; 
that there is judgment, intuition in the decision,’ not merely mechanics. 
Those who take the first view look on law as always already present in 
substance in the form of code, statute or prior decision. They think that 
the judge merely gives form to the particular case by shaping and fitting 
its facts into the pattern. They think this act of shaping and applying is 
mechanical in the sense that when it takes its best and most effective 
form it is the work of a skilled mechanic versed in the art. The others be- 
lieve that this description of the judicial process is not truly drawn. They 
think there has always been in it an element of invention. They declare 
that judging is best done by a restless, eager mind searching always for 
justice to give it application through law; a mind searching always in 
streams of tendency the true stream of the “ought to be,” to find and 
release it where, nearly choked by false precedent, it has almost ceased to 
run.° That lawyers and judges who serve the law must build its habita- 
tions surely and strongly all informed ones admit, but it is no longer great- 
ly debatable that they must be ever building new mansions for its abode. 
That those who serve it must be ever alert to adapt it to new needs, shap- 
ing, blending and conforming the old to the new, no informed person now 
contests. All of the discussions and all of the troubles are concerned with 
matters of degree; they really arise out of the feeling and fear of some that 
precedent holds too stout a sway, and the feeling and fear that others 
have, that it holds one not stout enough. 


5 U.S. v. Vineyard, 71 F.(2d) 624, 626 (C.C.A. 5th 1934). 


6 “That above all things every jurist must become as clear as possible in his own mind on 
the problem of what constitutes his peculiar function in the life of society Now it can- 
not be repeated too often that legal science is essentially a science of action, having no possible 
purpose except that of finding the necessary rules for the government of certain human rela- 
tions by external social sanctions. It is based on facts of social life which it aims to order and 
arrange in such a way that the consequences flowing from them are those which are socially 
desirable.” .... 

“We need also a process of reasoning which starts from an intuition supplemented by the 
feeling for what is just, and arrives at exact conclusions by a series of deductions under the 
constant guidance and control of practical common sense.”’ Geny, Freedom of Decision in Sci- 
ence of Legal Method (1917), 16-17. 
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I myself am like Corin, one of the simple ones, a natural philosopher. 
These have long held the opinion that the whole matter of the controversy 
could be simply stated in terms which would command the assent of every 
lawman by admitting once for all that the common law is neither alto- 
gether fluid nor altogether fixed. That it neither is nor ought to be alto- 
gether based on precedent, nor should it altogether disregard it. That 
lawyers and judges do, and should, recognize law as essentially a science 
of action, exhibiting and requiring both a reasonable coherence and a 
reasonable capacity for change. These think law should be reasonably 
consistent and coherent, and have as one of its prime characteristics a 
reasonable predictability. But they think, too, that this coherence and 
certainty, this capacity for predictability, is reasonable, logical and sound 
only in respect to broadest principles. These think there should be the 
fullest admission that we should be ever seeking the real meaning of 
words and the propositions they make in the consequences attached to the 
acceptance of particular meanings; that is, in the results this acceptance 
brings about in the affairs and the conduct of men. These insist, there- 
fore, that it is the duty of the judge, the administrator of justice according 
to law, to be forever examining the propositions and postulates of the law, 
to be forever searching the meaning of meanings. These demand that 
these postulates be not allowed to become set and fixed. These point out 
that otherwise, statements, which did adequately explain the reasons at 
the time, in the place, and under the circumstances then apparent for lay- 
ing down this or that guiding rule for human affairs, become changed into 
fixed formulas and over-generalized principles. They point out how, 
transcending the limitations of time, place and circumstance which caused 
their formulation, they are now conceived of as furnishing the same direc- 
tive force and attaching the same consequences to conduct under circum- 
stances having no real, no just relation to those which caused the rules to 
be first laid down. Of course every decision, not least an overruling one, 
theoretically seeks to conform to a pre-existing standard, and through the 
use of fictions, analogies and other devices, it does at least on its face, so 
conform.’ In theory, neither judge nor jury decides a case in pure capri- 


7 “The very peculiarity of the judicial office is the assumption that the judge’s utterance 
represents not his personal opinion, but the law, and this law is found primarily in the legal 
records of the past, in statutes, in decisions of courts, in legal literature. No Roman justice 
ever deviated farther from the traditional rules than he was compelled to do by necessity. 
Blackstone, in a famous passage in his Commentaries, speaking of the English common law, 
represents the English judge as only declaring not as making the rules of law. Free decision is 
conservative, as every kind of freedom is, for freedom means responsibility, while restraint 
shifts responsibility upon other shoulders.” Ehrlich, supra note 3, 71-72. 
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ciousness, nor, as we understand deciding, does either decide it upon con- 
siderations of conciliation or compromise. In theory every case is decided 
according to the right of that case. However correct it may be, whatever 
weight it is to have in future cases, for the very case decided, the decision, 
that is, the judgment in it, determines what the law is, not what it ought 
to have been, nor what it would be well for it to be or to have been, at the 
time for the cause decided. For whether they call it fiction, or whether 
they call it fact; whether they think it pretense or reality, all know what 
purports to be done when a cause is decided. That is, generally speaking, 
to say of the plaintiff and of the defendant that the conduct of the one 
was in conformity with what the law expected of him at the time and 
under the circumstances disclosed by the suit, and the conduct of the 
other was not. There is of course also the trial rule of burden which de- 
feats the plaintiff when there is equilibrium in the proof. There are cases, 
too, in which the conduct of both is found to be out of accord with the 
reasonable expectation of the law; the result, no liability. 

Now it is not debatable that in theory always, and usually in fact, our 
courts do not prophesy, they adjudge, and as such give effect as law not 
to what they think the law ought to be or become, but to what they think 
it is for the controversy in hand. “For it is of more importance for a ju- 
dicial determination to ascertain what the law is, than to speculate upon 
what it ought to be.”*® It cannot be gainsaid therefore, that it is highly 
important for judges and students of the law to know what the decisions 
are, and to what extent judges are bound by the streams of tendency 
which decisions set up. They must know, too, to what extent decisions are 
generative’ and to what extent they are merely the record of what courts 
have done under particular circumstances. 

Many have written of the ratio decidendi, a vague and baffling term, a 
term which everyone feels at liberty to use to suit himself and on which 
few have been found in complete agreement.’® They have written of siare 
decisis, and stare dictis. Some claim that for the purpose of precedent each 
case contributes only the decision of its own precise facts. It is authorita- 
tive, they say, only when the precise facts premised by the judge appear 
again. With these, the real problem in searching for the ratio decidendi is 
to ascertain and isolate the material terms of the minor premise. 

Such a definition of precedent, I submit, strips the doctrine of precedent 
of a great part of its useful force. This lies not in controlling, but in direct- 

* Wiscart v. D’Auchy, 3 Dall. (U.S.) 310, 328 (1796). 

* Carrollton v. New Orleans, 69 F.(2d) 691, 693 (C.C.A. sth 1934). 

© Hutcheson, Book Review, 31 Col. L. Rev. 1209-1215 (1931). 
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ing decision, and particularly in directing it along the lines of a general 
principle, the recognition of which has power in accordance with the nar- 
row or broad application given to it, to dispose of numberless other cases 
whose facts are not only not identical with, but indeed in many particu- 
lars are different from, those in the cited case. Lastly, since it is, generally 
speaking, impossible that the facts of one case should be exactly like 
those of another, it is quite plain that only by taking the most free view of 
the identity of facts can the rule thus stated be worked at all. 

Some inveigh against stare decisis as mere stare dictis. These seek, as 
the others do, to deprive the general reasoning of the opinion, the grounds 
it purports to base on, of authoritative cast. Unlike the others, however, 
these will not even permit the decider to put a value on the facts and fix 
their place in defining what was decided. They insist on doing their own 
valuing. They say that not only the entire record, but the pertinent 
history of the case and of the times which produced it, must be examined. 
Their search is not primarily, if at all, for the facts set down by the judge 
in his opinion as important to his conclusion. They are looking for the 
facts which, in their opinion, the critic and the investigator must weigh in 
determining for himself what really produced the decision. They say 
that in that way only may “the secret roots from which the law draws all 
the juices of its life” be found. 

I must confess that this method of approach to an understanding and 
appraisement of decisions is to my mind, certainly as concerns the busy 
judge, lawyer and law student, even less satisfactory than the first method. 
The method of letting the decider value his own facts does at least have 
the merit of giving us, in a definite way, if we can find it set down there, 
what the judge deciding the case wanted understood to be the fact situa- 
tion which produced his conclusion. The other method of searching the 
entire record for facts not disclosed by the judge in the opinion, and more, 
searching the history of the times itself, will only be a very tedious task 
and one well-nigh impossible of accomplishment. It will, too, if accom- 
plished, put us in the hopeless and most often useless position of trying to 
figure out what part of the history of the case and of the times, and what 
of the conflicting facts not set out in the opinion, really influenced the judge 
to his conclusion for, in using this method, we must always keep clearly in 
mind that we are not looking for what ought to have produced the deci- 
sion, but for what did. To do this, one must have a kind of legalistic 
clairvoyance which is denied to most. It seems to me that this fact-limit- 
ing disregards too much what may not be denied, that “facts are nothing 
except in relation to desire.”” That the meaning which facts have varies 
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for different minds, not only in accordance with their ideals, but in ac- 
cordance with their capacities. That in short, in matters of the kind we 
are discussing, facts have little independent objective existence and no dy- 
namic effect apart from the mind which examines and appraises them, and 
particularly apart from the ideals, the preconceptions, which such minds 
bring to the task. 

Searching the grounds of decisions, then, by pursuing through the 
marsh of the record and the history of the times the will-o-the-wisp of 
facts is, I think, generally a sorry business for predicters, prophets of the 
judicial process. In fact, except where the opinion does not set the facts 
out or purports to set them out but meagerly, it is in the main no business 
at all. 

I am one of those who believe that the facts of the case, merely as facts, 
whether they are to be appraised according to the first rule, by the writer 
of the opinion, or according to the second rule, by the critic of it, may 
not justly be given such great weight. I am one of those who think the 
important thing to know is not the facts as facts, but the significance 
attributed to them by the writer of the opinion, the ligature by which 
they are tied together, the rule under which it is said they fall, or which 
they give rise to, and back of that, if we can find it, the ideal to which the 
decision conforms. 

Everyone knows, indeed, it is self-evident, that speaking precisely, 
every case and every fact is different from every other case and fact. If 
this were not so it would not be a different, but the same, case and fact. 
To discriminate truly between fact and fact, case and case, is the main 
business not only of legal, but of all thinking. To learn to do so is the main 
purpose of education. We analyze to synthesize; we classify to separate. 
All then that we should justly mean by the doctrine of precedent is that 
not the same facts identically, but the same facts substantially, should 
have the same rule applied to them. All we should contend for it is that 
it is right that, when substantially the same set of facts transpiring under 
substantially the same conditions, has already been ruled upon by a tri- 
bunal having authority and wisdom adequate to the task, the same rule 
should usually be again applied. Now it is just here in regard to substan- 
tiality that the play comes into the rule of precedent. What is from time 
to time considered substantial enough conformity so as to require the 
same rule and what not, determines the whole body and growth of a liv- 
ing law. Thus we return to our starting point to begin again. 

In all the discussion and contention over the nature and course of law, 
whether it is made by judges or is discovered by them; whether it pre- 
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exists enunciation, or is created thereby, two dominant, inescapable con- 
siderations stand out. So dominant, so inescapable are they that their 
complete recognition almost, if not quite, ends the discussion. These con- 
siderations are that the discussion is meaningless unless the terms are used 
and understood in reasonably the same sense by all the disputants, and 
that when they are, there is little left to discuss. For the truth of the 
matter is that in the sense of packaging the countless fact instances which 
go to make up actual law’s stock in trade, judges really do create, by giv- 
ing content to, law. The continuous process in which judges are engaged 
of dividing, subdividing, redividing, extending and rearranging these 
packages in their proper places on their shelves in the warehouse of the 
law is, in a real sense, creation. Further, judges really do from time to 
time, in the sense of enunciating, create, and they will continue to create, 
the germinating principles from which all this great stock springs. 

We are not without authority for the proposition that the enunciation 
of a fact or a principle is almost to create it entirely. But we do not need 
authority. It is self-evident that this is true, for in the last analysis all 
enunciation, except an inarticulate cry, is a form of synthesis. But it is 
not in this sense that those who wage the great argument over whether 
courts create, or merely declare, the law, use creation. They use it in the 
Old Testament sense; when they say “creation” they mean something 
more ultimate, more complete. They speak of creation in the sense of 
evolving law which had no prior existence, in fact, starting it on its career. 
Those who argue for creation say law cannot exist in the abstract; it only 
comes into being in the form of a sovereign mandate, either legislative or 
judicial. They say it is sheer folly to say of the common law that the 
judges discover it. They say that just as, in the Old Testament sense, 
when God said “Let there be light” he created it, so the judge declares the 
law, and in declaring it creates it into being. 

On the other side, it is contended that compounded of experience and 
desire, law is merely the expression of starting or establishing customs 
which have come so far along in acceptance as to have gotten articulated 
as law. In some the argument arouses a fury of contention; in others, an 
apologetic defense; in others still, a bold “What of it.” These realize that 
the whole argument is much ado about nothing. They try to state the 
matter in other terms, the meaning of which will be clear and non-contro- 
versial. They state it thus: Law exists both in an abstract and in a con- 
crete sense, as the ideal and as the actual, as form and as material. There 
is pure law and there is applied law. Pure law, they say, lies back of all 
these general principles and ideals which have from time to time made up 
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our stock of ethical concepts and influences, our selection and use of those 
concepts for the control of everyday life. These say concrete law is from 
time to time formed out of the then prevailing conception of the nature of 
things and of our relation to them under the constant influence of our atti- 
tude toward this conception. If our attitude is approving or there is force 
to maintain a particular conception, then actual, concrete law tends to be 
static. If it is disapproving or merely questioning, and there is no force ap- 
plied to solidify it, actual law tends to be changing. These say that since, 
speaking of this country and in the large, there has latterly been no long 
period of time, when our attitude toward the nature of things has not been 
critical, our actual law has always been undergoing change. These say that 
our own notions of pure law determine for us from time to time the choice 
of that body of principles and assumptions, which explains and justifies for 
us, for the time being, the nature of things and our relation to them in the 
light of our inquiring outlook on them, and out of which the content of our 
actual law is formed. These say that this conception of the nature of 
things and our attitude toward that conception being always in a state 
more or less of change, so our law must always be. 

They say, too, that law in the concrete, law applied, consists of the mul- 
titudinous declarations contained in the numberless little packets of in- 
stances in which the rights of men have been settled under declared rules 
and principles, together with the streams of tendency which these various 
declarations have set up. These say that if students will accept this gen- 
eral view of law as pure and applied, there ought to be no difficulty at all 
in reconciling and finding harmonious, instead of diverse, all the views 
which have ever been announced or held about law and its declaring. 
They say that no case can be imagined which cannot be disposed of in 
accordance with this view, no difficulties conjured up which cannot be 
exorcized with it. It but recognizes of law what is true of any branch of 
knowledge, that it consists of an experimental or observational branch, 
which collects instances for analysis and classification, and a rational or 
classificational branch, which in accordance with principles of arrange- 
ment establishes categories, and constantly rearranges, extends and ex- 
pands them, both operating under controlling principles of adequate gen- 
erality. These say that in accomplishing this the human mind, a machine- 
like contrivance incapable of thinking except in accordance with the laws 
of identity and non-contradiction, ranges and ever explores the unknown 
to state it in terms of the known, using words solely as symbols to make the 
new that we are constantly receiving plain to us in terms of the old that 
we know. It is this absolute necessity of satisfying the mind that though 
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new in form, ideas advanced from time to time are in fact old in principle, 
a thing which the human mind seems vastly to desire, and it is this alone, 
I think, which causes all of the discussion in the books between those who 
incline to hold to freedom of decision, and those who condemn it. It is the 
refusal to accept that both are striving for, and both tend to obtain, the 
same thing, the right and just result, which points their discussion so and 
makes such an apparently serious breach between them. 

Those who deny the right of judges to create precedents insist that 
there is a natural law, the knowledge of which all judges should and un- 
doubtedly do have, and to which all decision must conform. That if judges 
are to be allowed, by creating precedent, to set up rules for decision, taking 
the place of resort to natural law, this will result in depriving persons going 
to law of that assurance they are entitled to that they will have just law 
dealt them. These seek certainty—but of what? Merely that to each 
cause the free and unrestrained judgment of the tribunal deciding it shall 
apply the natural law. These deny the right of judges to set up prece- 
dents, not because they want uncertainty, but because they want that 
certainty of justice which they believe is found only in the uncontrolled 
right of the judge, without being influenced by what other judges have 
said, to give justice as he sees it in that cause." Some codes contain pro- 
hibitions against deciding causes in accordance with precedent, or by lay- 
ing down general principles. It is considered that the just law has already 
been laid down in the Code, and that in theory it will fit every case justly 
and alike. These oppose precedent making, because they fear it will make 
law uncertain, by taking from the litigant the right to have an individual- 
ized just judgment in his particular cause. 

How strange it is to find at the other end of the argument the precedent 
man, demanding also, in the name of equal justice and certainty, that 
precedents be observed. How clearly Cranch, in the preface to his first 

™ “But, because there is no judge subordinate nor sovereign but may err in a judgment of 
equity, if afterward in another case he finds it more consonant to equity to give a contrary 


sentence, he is obliged to do it. No man’s error becomes his own law, nor obliges him to persist 
in it. Neither for the same reason becomes it a law to other judges, though sworn to follow 


“In laws immutable, such as are the laws of Nature, they are no laws to the same or other 
judges in the like cases forever after One judge passeth, another cometh; nay, heaven 
and earth shall pass; but not one tittle of the law of Nature shall pass, for it is the eternal law 
of God. Therefore all the sentences of precedent judges that have ever been cannot make a 
law contrary to natural equity, nor any example of former judges can warrant an unreasonable 
sentence or discharge the present judge of the trouble of studying what is equity in the case he 
is to judge from the principles of his own natural reason.” Hobbes, Leviathan (Everyman’s 
ed. 1928), 147. 





12 THE UNIVERSITY OF CHICAGO LAW REVIEW 


volume of United States Reports, expresses the view of his day, that want 
of knowledge of decisions causes injustice and uncertainty in the law. 
That published decisions will make law certain. “Much of that uncertain- 
ty of the law which is so frequently and perhaps so justly the subject of 
complaint, may be attributed to the want of American reports.”’ More 
than a century later we find Stone, in “Some Aspects of Law Simplifica- 
tion,”’ saying that because of the flood of published precedents the law is 
becoming uncertain and overborne. 

Now what is the student and the teacher, the lawyer and the judge, to 
do? Is he to say “A plague o’ both your houses’’? Is he to hold parley 
with neither the certainers nor the uncertainers? Is he, despairing of 
reconciling them, to leave them to go their separate ways, knowing that 
out of their conflict law is always emerging? Should he not rather try to 
set down the middle course between them, showing how free decision and 
precedent following, natural law and declared law, all are sources from 
which the dynamic law draws its power, and that their very apparent con- 
tradictions furnish the frictional pull necessary to turn the dynamo, to 
generate the electricity a living law requires? 

I think that there begins to stand out more clearly, since the philosopher 
and the logician have come riding into our midst, that there is a false and 
a real certainty in the law. The false certainty comes as much from over- 
individualization as from over-generalization. The real certainty lies be- 
tween. In times when the false certainty of over-generalization, which is 
in reality not certainty, but its opposite, because it denies effect to differ- 
entiating facts, has the upper hand the law becomes rigid and unjust.” 
Then words become things to conjure with. Then judicial and legal pre- 
dilections for the established view of the nature of things and of our rela- 
tion to them are strong and fixed, as is also the established view of the 
function and method of judging. Then it is felt that judging may not 
start new streams of tendency in the back waters old precedents have set 
up. Then legislative and judicial efforts to break out new channels to 
make the law again a living water meet determined opposition. Men do 
not then, in accordance with the circumstances of their cases, get their 
just deserts at law. Many a luckless suitor finds himself maimed by 
lopping off, or disintegrated by racking and stretching to fit its rigid bed. 
On the other hand, when each case stands alone, when there are no rules, 
no guides, no standard, no directing, restraining precedents and practices, 


” “Tn the first place, the granite fixity of an exact precedent is unduly respected, there is a 
fetish of immutability. And, in the second place, the infinite variety of justice is forgotten. A 
precedent is built up narrowly by them out of a few elements; the really new and special ele- 
ments of the present case are not allowed to have any effect. Wigmore, Evidence (2d ed. 1923), 
117. 
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there is not only no certainty of justice, but great danger from caprice." 
This is the real certainty, then, that each litigant get his just deserts in 
accordance with the facts of his case, including the real conditions under 
which they occurred, under general principles fairly applied in accordance 
with the conditions of just law. When this is the accepted theory, it is 
floodtime in the law. In theory, of course, for those who believe in it, the 
natural law men have the best of it. In theory, for the believer, the wager 
of battle is God’s good way. Practically no such absolute certainty of 
justice is possible in our time of'little faith. We are all too skeptical. 
Words are the only instruments we know with which to ascertain and de- 
clare the rights of men, and words are willful things. 

And so those of us who press for that certainty which consists merely in 
the repetition and form of words, that magic which springs from a par- 
ticular arrangement, are bound to find ourselves dealing in the uncertain, 
just as are those of us who want no rules. Ideal law, just law, exists always 
to give to man through the means of actual law, what under all the attend- 
ing circumstances is esteemed to be just, taking into consideration the 
individual claim and the social need. Actual law exists as a fair compro- 
mise between sympathy and common sense. It is impossible, therefore, to 
formulate law so that without administration it will automatically fit 
each coming case. It is impossible, without guiding rule, to fairly and 
justly administer. Those of us, then, who insist only upon that certainty 
which squares the individual claim as near as may be with the social good, 
that certainty which, allowing for human error, is always self-searching, 
will find ourselves more apt to give and get it. We can hope, then, that by 
drawing on previous decisions, legislation and other juristic material, and 
by considering the streams of tendency which they have set up, to give 
justice to each litigant. To give him, that is, what regarding his individual 
claim in the light of the social need, and giving due consideration to each, 
he ought justly and fairly to expect as the consequences of his conduct 
under a system of just law. He is entitled to this much. He ought not to 
have more. 


13 “Law is primarily concerned with those who are subject to it. Its aim is to effect a certain 
mode of conduct and of social life on the part of those persons. Its propositions are evidently 
intended in the first place as a guidance for the members of the community, and the law’s im- 
portant concern is the right doing and forbearing of the members of the social group and noth- 

The court must justify its opinion in as convincing a manner as possible. The 
judgment must be objectively right and not ‘subjective and free.’ It must be a verdict, and 
not a personal decision. It would be a very unbecoming state of affairs if we could apply to the 
opinion of the judge the statement in the “Two Gentlemen of Verona” 


‘I have no other but a woman’s reason; 
I think him so, because I think him so.’ 
The judgment of the court must be derived logically.” Stammler, supra note 2, 123, 124. 





THE CRIMINAL ASPECTS OF AN 
INCOME TAX STRIKE 


E. W. PuTtrKAMMER AND KENNETH C. SEARS* 


"Te dissatisfaction of taxpayers with greatly increased costs of 
government, in the face of greatly reduced tax-paying capacity, 
until recently showed a tendency to manifest itself in many 
varieties of tax-strikes. These movements ranged the gamut from highly 
organized, closely knit combinations for inaction to more or less wide- 
spread individual refusals to pay which were entirely or almost entirely 
independent of each other and were merely called forth at the same time 
by the same circumstances. 

On the whole these strikes have probably had little success, at least on 
the surface, in bringing pressure to bear on the legislative or executive 
branches of the governments against which they were directed. Usually, 
too, they were abandoned before any serious question was raised as to the 
possible criminal liability of the participating taxpayers. It would be an 
interesting question what this criminal liability would have been in the 
event of a similar strike against the federal income tax, such a strike, by 
its terms, to continue until the federal budget (ordinary or extraordinary) 
was balanced. In view of the experiences of our local governments such a 
movement would not, until recently, have seemed unlikely. The federal 
budget is that one in which there is the greatest public interest, and the 
balancing of which is of the greatest importance. The federal income tax 
is probably the tax of widest incidence and greatest dramatic interest in 
the country. The combination of the two seems specially adapted to call- 
ing forth protests of this sort. What would have been their legality as a 
matter of criminal law? 

The question divides itself into two parts. (1) Apart from any conspir- 
acy angle, and considered only as an individual, isolated act, is the refusal 
to perform the obligations imposed by the tax law “legal,” i.e., excusable 
or justifiable? Or, if an outright refusal is not, can it be so limited or qual- 
ified as to remain within the law and still attain the taxpayer’s objective of 
applying pressure on the government? (2) Even if some sort of individual, 
disorganized, non-cooperative action (or inaction) could be devised which 
would be both legal and effective, would the element of cooperation, the 


* Professors of Law, University of Chicago. 
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banding together necessarily involved in a tax strike, itself constitute an 
offense under the conspiracy sections of the criminal code? In the discus- 
sion below these points will be considered in succession. 


ACTION BY A SINGLE TAXPAYER 


Conceivably the taxpayer might give effect to his opposition to the tax 
in any one of three forms of sabotage. (1) He might refuse to file any tax 
return at all, although he is one of those required by law so to do. (2) He 
might file a partial or incompleted return. (3) He might perform his duty 
in regard to filing a complete return but refuse to pay the tax which such a 
return disclosed him as liable to. In analyzing the statutory provisions 
bearing on the legality of these various forms of action outlined above it 
has been stated in general terms that: 

The revenue laws . . . . carry stringent provisions for the punishment of persons, asso- 


ciations and corporations for not filing returns and paying their taxes. In such a case, 
the statutes involved should, and must be construed strictly in favor of the citizen." 


This injunction seems, however, to have lain very lightly on the courts, 
as the tendency very decidedly has been to resolve doubtful constructions 
or points in favor of the government, without practical interference by 
the rule just quoted. The attitude in fact adopted was stated more frank. 
ly and accurately in another case dealing with an earlier revenue act, but 
similar, so far as the present point goes: 


Any act which the taxpayer might do... . where the effect and reasonable purpose 
would be to evade or defeat the tax, would constitute the offense.? 


It is rather from this standpoint that the possible lines of conduct by the 
taxpayer will in all likelihood be judged. 


1. Failure to File a Return. Two sections of the Revenue Act of 1926 
bear directly on a failure to file a return. One of these’ in broad terms 
makes any willful failure so to do a misdemeanor. No intent to defraud or 
to evade payment of a tax is necessary. The omission to act, knowing that 


t Alyea-Nichols Co. v. United States, 12 F. (2d) 998, 1002 (D.C.S.D. Ill. 1926). 
* United States v. Smith, 13 F. (2d) 923 (D.C.W.D. La. 1926). Italics supplied. 


3 43 Stat. 343 (1924), 26U.S.C. A. §1265 (1928): “Any person required under this title to pay 
any tax, or required by law or regulations made under authority thereof to make a return, keep 
any records, or supply any information, for the purposes of the computation, assessment, or 
collection of any tax imposed by this title, who willfully fails to pay such tax, make such re- 
turn, keep such records, or supply such information, at the time or times required by law or 
regulations, shall, in addition to other penalties provided by law, be guilty of a misdemeanor 
and, upon conviction thereof, be fined not more than $10,000, or imprisoned for not more than 
one year, or both, together with the costs of prosecution.” 

Reenacted in the Revenue Act of 1928, 45 Stat. 835, 26 U. S. C. A. § 2146 (a) (1928). 
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a return is required by law, suffices. The other section‘ is more drastic. 
Willfully to attempt “in any manner to evade or defeat any tax imposed 
by this title” is made a felony. And the mere omission to file may, it has 
been held, be sufficient to constitute an “attempt to evade.”> Previous to 
this holding it might have been supposed that, as the former section ex- 
pressly dealt with mere omissions to act, the latter section, in forbidding 
“attempts,” must have been meant to refer only to positive efforts to 
evade, even if the word “attempt” does not intrinsically and always signi- 
fy affirmative action.’ The court, however, did not thus restrict the felony 
section, but regarded it as partially at least overlapping the misdemeanor 
one. 

Having closed the door to the argument that an omission cannot consti- 
tute an attempt, the court has dealt equally drastically with the argument 
that the felony section expressly applies only to those who “attempt” to 
evade or defeat the tax, and hence by its own terms is not applicable to 

hose who succeed in their efforts, on the ground that such success has 
made the effort cease to be merely an attempt. Certainly in the usual use 
of the term an attempt suggests non-success, and where success has been 
attained the preliminary steps are not ordinarily thought of or described 
as an “attempt.”’ It was held, however, that the word must here be inter- 
preted as having a broader meaning. It must apply not only to those steps 
never crowned by success, but also to those preliminary acts or omissions 
which did in fact lead to an evasion.” No doubt such a holding is entirely 
justified. Not only would the opposite view hold out a reward to the more 
successful law-breaker, but it would largely defeat any chance of success- 
ful prosecutions, as the best evidence of an intent to evade may well con- 
sist in there being a successful evasion. Justified as the court’s holding is, 
it shows, however, how little reality there is in the asserted strict construc- 
tion of these statutes in favor of the defendant. 


4 43 Stat. 343 (1924), 26 U.S. C. A. § 1266: “Any person required under this title to collect, 
account for and pay over any tax imposed by this title, who willfully fails to collect or truth- 
fully account for and pay over such tax, and any person who willfully attempts in any manner 
to evade or defeat any tax imposed by this title or the payment thereof, shall, in addition to 
other penalties provided by law, be guilty of a felony, and, upon conviction thereof, be fined 
not more than $10,000, or imprisoned for not more than five years, or both, together with the 
costs of prosecution.” 

Reenacted in the Revenue Act of 1928, 45 Stat. 835, 26 U.S.C.A. § 2146(b) (1928). 


5 O’Brien v. United States, 51 F. (2d) 193 (C.C.A. 7th 1931), certiorari denied, 284 U.S. 
673, 52 Sup. Ct. 129, 76 L.Ed. 569 (1931). 


6 This was the basis of the dissent of Alschuler, J., in O’Brien v. United States, supra note 5. 
7 O’Brien v. United States, supra note 5. 
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One further argument can be advanced for placing a limited scope on 
section 1266. Its opening words refer to “any person required under this 
title to collect, account for, and pay over any tax”—language seemingly 
restricting it to fiduciaries. But the act proceeds “and any person who 
willfully attempts .. . . to evade.” It has been held that the broad lan- 
guage of the latter passage is not restricted by implication to the narrower 
class just previously referred to, but applies to all tax evaders, whether 
fiduciaries or not.* 

In fact the breadth of the duty to file a return is shown not only in the 
scope of those cases holding a failure to file to be criminal—it is equally or 
even better shown in the narrowness of those holding a failure excusable. 
They are restricted to cases where the taxpayer personally believed, on 
reasonable grounds, that the income involved was not taxable.’ To the 
avowed tax-striker this loophole is of course wholly useless. 

Given so broad a meaning to the criminal act, or rather omission, 
needed under the statute, it is to be expected that the courts will be simi- 
larly easily satisfied that a sufficiently blameworthy mental state or intent 
exists. This expectation is borne out by the cases and was foreshadowed 
by Beam v. Hamilton,” a civil case brought by a taxpayer to recover a pen- 
alty paid under protest and originally assessed against him because of a 
failure to make a return showing certain taxable profits. In affirming a 
judgment by the district court, dismissing the plaintiff’s action, the circuit 
court held that the government need not show any fraud on the taxpayer’s 
part in order to entitle it to retain the penalty. The court stated: 

The plaintiff was responsible for the source of [the figures] and sufficient details to in- 
sure a complete understanding of the business, and failure to take such precaution to 


discover the omission of the principal item of income does not constitute cause for fail- 
ure to file. . . a return. 


In other words mere negligence without any fraud on the taxpayer’s 
part is sufficient to put him in the wrong and to disentitle him to recover 
the penalty. Beam v. Hamilton was a civil case, it is true, but the court 
expressed itself in such broad terms as to indicate that this point would 
probably receive the same treatment in a criminal case. This inference is 
confirmed by United States v. Scharton," a criminal prosecution under the 
felony section (§ 1266), where it was directly held that an intent to de- 

5 Ibid. 

* United States v. LaFontaine, 54 F. (2d) 371 (D.C.D. Md. 1931). 

1° Beam v. Hamilton, 289 Fed. 9 (C.C.A. 6th 1923). The passage quoted appears at p. 14. 


United States v. Scharton, 285 U.S. 518, 52 Sup. Ct. 416, 76 L.Ed. 917 (1932). See also 
United States v. Commerford, 64 F. (2d) 28 (C.C.A. ad 1933). 
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fraud need not be averred, and that any such averment would be mere 
surplusage.*” 

2. Filing a Partial or Otherwise Incomplete Return. The law being thus 
severe on the tax-liable person who, either willfully or negligently, fails 
entirely to cooperate, by failing to file any return at all, is a milder atti- 
tude adopted toward one who files a partial or otherwise incomplete re- 
turn? Such a one too is obstructing the easy and smooth working out of 
the tax laws involved, yet the difficulties which he creates are not so great 
as those produced by one who takes no action at all. By his partial re- 
turn he does at any rate inform the government of his existence as a po- 
tential taxpayer. Should this slight amount of cooperation entitle him to 
more favorable treatment, or rather, to less drastic treatment? The atti- 
tude on this point has, commencing with early regulations by the Treasury 
Department," consistently been in the negative. Thus in Beam v. Hamil- 
ton," decided in 1923, the court said: 

We are unable to agree with the plaintiff’s contention that, because Schedule B was so 
left blank, and plaintiff thereby (impliedly only) made a return that he was not en- 


gaged in a business with invested capital, and that he did not owe any excess profits 
tax, he thereby made a return within the meaning of the excess profits title.*s 


More recently, in a criminal case,” the filing of a return showing income 


tax liability, but in an amount far below what a complete return would 
ave disclosed, was held, when shown to have been done with full knowl- 
dge, to constitute a willful attempt to evade the tax.’? This violation of 
he revenue laws, it should be added, is of course wholly separate from any 


™ It is of course true, as the court recognizes, that in order to constitute an attempt, and 
as an integral part of the attempt, the action taken must be “willful,” to “evade or defeat.” 
In other words there cannot be an unintentional attempt or a negligent attempt, and the con- 
duct whose effect is to evade or defeat must be “willful.” If, in order to be “willful,” it must 
(as would seem natural) be with knowledge that evasion will in fact probably follow, then the 
distinction between the wrongful intent which need not be alleged and the intent which must 
be alleged as part of the allegation of an “attempt” would seem to be very finely drawn, and 
any fact which was sufficient to show the conduct so “willful” as to constitute an attempt would 
necessarily also show that the conduct was engaged in with a full awareness tha: a tax evasion 


would result therefrom, and this latter is precisely the factual set-up which would be relied on 
to show an intent to defraud. 


*3 Regulations, art. 407, quoted in 1 Montgomery, Income Tax (ed. of 1927), 56. 
™4 Beam v. Hamilton, 289 Fed. 9, 14 (C.C.A. 6th 1923). 
*5 Italics supplied. 


6 Guzik v. United States, 54 F. (2d) 618 (C.C.A. 7th 1932), certiorari denied, 285 U.S. 54s, 
52 Sup. Ct. 395, 76 L.Ed. 937 (1932). 


*7 43 Stat. 343 (1924), 26 U.S.C.A. § 1266 (1928). 
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perjury that may be simultaneously committed, and as such each may, 
as a separate offense, be separately punished."* 

In the foregoing comments the incompleteness or partial nature of the 
return consisted solely in the absence of some of the required tax informa- 
tion, viz., the data on which the tax would be computed. Another form 
of incompleteness, and one, apparently, of a psychologically appealing 
nature, consists in the failure to swear to the return as filed." There ap- 
pears to be the feeling, unreasoned more probably than thought out, that 
fair warning has been given that the taxpayer does not vouch for what he 
says and that he is not to be held accountable if, despite this, unwarranted 
reliance is placed in it. In a sense this is sound and logical. He has made 
his failure to cooperate with the tax-collecting authorities very clear. He 
has not left it to them to discover, as and if they can, that he is not fully 
cooperating. To this extent the failure to swear to the return does in fact 
appear to entitle him to more favorable treatment. But on the other hand 
the force of this argument is sharply limited. He is still a taxpayer who is 
withholding that aid which the government is entitled to ask of him. 
Whether this milder form of obstructionism calls for the same severity of 
treatment is another question, but that it too calls for repression by means 
of punishment seems obvious. 

The argument that filing an unsworn partial return is no offense might, 
however, be raised in an at least verbally different manner. It might be 
contended that the word, “return,” necessarily connoted an oath, that if 
not sworn to it was not a “return” at all, and hence could not be a false re- 
turn. To this argument two answers can readily be made. In the first 
place, this argument proves too much. According to it no return has in 
law been filed at all. There is, then, a willful failure to file where the tax- 
payer knows that he is required to file. But a failure to act under such 
circumstances is itself a punishable evasion of the tax, as was discussed 
above. In the second place, no such limited meaning should be given to 
the word, “return.” We are too familiar with its use with such qualifying 
adjectives as “sworn,” and “unsworn,” to attach to it now so limited a 
meaning as to have it signify only a sworn document. This was directly 
held in Emmich v. United States? The court there said: 

18 See United States v. Noveck, 273 U.S. 202, 47 Sup. Ct. 341, 71 L.Ed. 610 (1927) (under 
old statute, since repealed, however); Levin v. United States, 5 F. (ad) 598 (C.C.A. oth 1925), 
certiorari denied, 269 U.S. 562, 46 Sup. Ct. 21, 70 L.Ed. 412 (1925); Steinberg v. United 
States, 14 F. (2d) 564 (C.C.A. 2d 1926). 

19 Witness the many unsworn personal property tax schedules which were formerly filed in 
Cook County (Chicago), Illinois. 

2° Emmich v. United States, 298 Fed. 5 (C.C.A. 6th 1924), certiorari denied, 266 U.S. 608, 
45 Sup. Ct. 93, 69 L.Ed. 465 (1924). 
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We are not impressed with the limited construction that is attempted to be given to the 
statute, a construction that would make a false return under oath a violation of law, 
and a false return from which the oath by design or inadvertence has been omitted free 
of offense against the law. The . . . . return of the defendant, whether sworn to or not, 
was filed by him as his return, and intended to be received as such by the collector. 


} From the foregoing it would seem to be clear that the resistant taxpayer 
is on nearly as dangerous ground where he adopts the device of a partial 
return as he is where he wholly refuses to file. 

3. Filing a Complete Return, but Refusing to Pay the Tax for Which Lia- 
bility Is Disclosed. The Revenue Act specifies not only the time limit with- 
in which returns must be made,” but also the time limit for making pay- 
ment of the tax.” In each case the statute specifies the general rule and 
then proceeds to name certain specific situations in which that general rule 
need not be lived up to, and where postponement and delay are permissi- 
ble. Only one of these exceptions is here of even possible concern. The 
commissioner of internal revenue may grant a “reasonable extension of 
time for filing returns, under such rules and regulations as he shall pre- 
scribe with the approval of the Secretary.’ Likewise the commissioner 
“may extend the time of payment... for a period not to exceed six 
months.” It will be noticed that the power to postpone payment is abso- 
lutely vested in the commissioner, while his power similarly to post- 
pone filing returns must be exercised subject to rules and regulations pre- 
scribed by him himself and approved by the Secretary of the Treasury. 
But regardless of whether the power is absolute or subject to review by 
the Secretary, it is hardly even remotely imaginable that such an exten- 
sion would be granted for the sole purpose of enabling a taxpayer success- 
fully to carry on a tax-strike. But even were such an extension so granted, 
its maximum limit is six months, a plainly inadequate period in which to 
make such a strike effective, unless the movement were participated in by 
a wholly unlikely proportion of the nation’s taxpayers. 

A direct refusal to pay promptly, where no extension has been granted, 
or where the extended time has elapsed, will, then, place the taxpayer in 
the wrong and will be followed by prohibitive penalties in the way of in- 
terest. May the taxpayer, however, as a final expedient, accomplish his 
purpose of resistance to the government, without undergoing direct or in- 
direct punishment, by some form of payment in escrow, payment over to 
be made when the purposes of the tax-strike have been accomplished, 

* 45 Stat. 808 (1928), 26 U.S.C.A. § 2053 (1928). 

2 45 Stat. 809 (1928), 26 U.S.C.A. § 2056 (1928). 

23 The statute also provides that this extension may not exceed six months. 

24 45 Stat. 858 (1928), 26 U.S.C.A. § 2294 (a) (1928). 
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with no provision for return payment to the taxpayer? If an independent 
escrow is selected, such as a bank or trust company, the increment of co- 
operation by the taxpayer has still further increased. By his action he has 
shown his good faith, if that term can be applied to a tax strike. He has 
definitely and permanently separated himself from the tax payment. He 
has devoted these funds to what he regards as a public purpose. But 
plainly even here he has not met his legal obligations. They can be met 
only by the payment contemplated by the revenue laws, a payment made 
to the local collector of internal revenue as agent for the federal govern- 
ment, as a consequence of which the funds so paid will be at the full dis- 
posal of that government. The transfer of funds to any other party and 
the keeping of any sort of restrictions on them, whatever else they may be, 
are certainly not a payment of the tax liability. 

Only the cooperation evidenced by a full and correct return followed by 
full and prompt payment will accomplish the taxpayer’s duties. What- 
ever the form taken by an income tax strike on the part of an individual, 
it may confidently be said that the federal government has fully protected 
itself against it by adequate statutory provisions. 


COMBINATION TO EFFECT INCOME TAX STRIKE 


Up to now consideration has been confined to a taxpayer’s responsibili- 
ties as an individual. But an effective strike will mean almost certainly 
that many taxpayers must combine and undertake what are called 
“overt” acts. If this is done in order to avoid the payment of the federal 
income tax, for example, will the combining taxpayers be guilty of a con- 
spiracy in violation of the federal penal code? It will be assumed, in order 
to put the question most favorably for the taxpayers, that the object of 
the particular taxpayers is to compel those responsible for the federal gov- 
ernment to balance the budget, ordinary and extraordinary, or to restore 
the gold standard. Such an object many, if not most, citizens would con- 
sider to be meritorious or even essential to the welfare of the nation. Ob- 
viously if a tax strike with such a purpose is not free from criminality then 
one with less merit or motivated by base considerations cannot be justi- 
fied. 

The federal penal code*s has the following provision: ‘If two or more 
persons conspire either to commit any offense against the United States or 
to defraud the United States in any manner or for any purpose, and one or 

5 21 Stat. 4 (1879), 18 U.S.C.A. § 88 (Criminal Code § 37) (1927). An agreement to refuse 


to pay taxes has received some attention in England, 3 Legal Observer 12 (1832); 6 Law 
Mag. 425 (1831). 
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more of such parties do any act to effect the object of the conspiracy, each 
of the parties to such conspiracy shall be fined not more than $10,000 or 
imprisoned not more than two years or both.” Will our supposed tax- 
strike violate that part of the above law which punishes a conspiracy “to 
commit any offense against the United States”? Absent any known deci- 
sion which precisely answers the question we venture the opinion that 
| there is no escape for those in the combination. They are guilty. The re- 
quired intent, i.e., an actual intent not to pay the tax, is present despite 
the worthy motive, if it may be so described. An overt act, to effect the 
object of the agreement, upon behalf of at least one in the combination is 
umed, and it has been demonstrated in preceding paragraphs that an 
act or omission in failing to pay an income tax by one not a party to any 
combination is criminal. The combination to effect what is criminal in one 
acting alone seems very clearly to be a criminal conspiracy under the fed- 
eral criminal code.?7 Of the very large number of federal cases dealing 
with criminal conspiracy a few will suffice to support this point of view. 
1. Combination to Commit an Offense.—The very lengthy charge to the 
jury in United States v. Cassidy et al.* explained the orthodox principle 
that the defendants violated the conspiracy statute, practically the same 
as the one set forth, supra, if they combined either to violate the statute 


% For the history oi the statute see United States v. Gradwell, 243 U.S. 476, 37 Sup. Ct. 
407, 61 L.Ed. 857 (1916); Thomas v. United States, 156 Fed. 897 (C.C.A. 8th 1907). 


27 In United States v. Rachmil, 270 Fed. 869 (D.C.S.D. N.Y. 1921), Bloom et al. had been 
acquitted of a conspiracy under Section 37 to commit an attempt willfully to defeat and evade 
the income tax law. Then they were indicted for willfully attempting to evade the same law. 
Bloom’s motion to quash the second indictment was sustained. Knox, D.J., said at page 871: 
‘Inasmuch, however, as the Income Tax Law itself makes an attempt to evade its provisions 
a crime, it would seem not to be necessary to make frequent resort to Section 37 in order to 
overtake wrongdoers upon the threshold of their transgressions. I do not mean to say that 
resort to Section 37 may not be had; circumstances are conceivable where such action would be 
the part of wisdom and in the public interest. Neither do I mean to hold that a verdict of not 
guilty upon a conspiracy charge necessarily forecloses a further prosecution for the substantive 

The parties might have conspired to violate the law, and have done things in 
pursuance of such conspiracy which in and of themselves could by no manner of means con- 
stitute an attempt to violate the law. Suppose, for example, that the parties had orally agreed 
to violate the law, and that thereafter one of the parties visited one of his co-conspirators for 
the purpose of discussing details of the conspiracy. Such action upon the part of one of the 
conspirators would constitute an overt act; but none would contend, I think, that the mere 
agreement and the subsequent discussion of details would constitute an attempt to violate the 
taxing statute. What was done up until this time would fall short of an attempt. The parties 
might, before actually attempting to violate the law, withdraw from their unlawful agreement 
—such withdrawal, however, an overt act having, as above suggested, been committed, would 
not make them immune from successful prosecution under the conspiracy statute.” 


8 United States v. Cassidy et al., 67 Fed. 698 (D.C.N.D. Cal. 1895). See also Walter v. 
United States, 143 Fed. 433 (C.C.A. 4th 1906). 
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forbidding an obstruction to the passage of the mail or to violate the 
statute forbidding restraint of trade among the several states. Both stat- 
utes had criminal provisions. The maximum penalty for a violation of the 
first statute was a fine of $100; but a conspiracy to violate it could be pun- 
ished by a fine of $10,000 and by imprisonment for two years. 

The orthodox principle would seem to contemplate, however, that a 
prosecution for a criminal conspiracy under that part of the federal act 
that is being considered here will fail if the object of the agreement is ac- 
tion that those in the combination may undertake without committing 
any federal offense. Accordingly the prosecution in Fain et al v. United 
States?® was unsuccessful. There was an attempt to convict the defendants 
of conspiring (1) to procure and hold for sale relinquishments by home- 
stead entrymen and (2) to institute pretended contests of homestead en- 
tries for the purpose of preventing the lands covered by them from being 
entered by other qualified entrymen until they could sell their relinquish- 
ments for their own benefit. It was held that these acts, under the facts of 
the case too complicated for recital here, could be done lawfully under con- 
gressional legislation. There was no decision whether the same persons 
were guilty for conspiring to make a false homestead entry. 

United States v. Foster*® seems also to be an approval by the Supreme 
Court of the orthodox principle. The district court sustained a demurrer 
to the indictment in two counts on both aspects of the conspiracy statute. 
The theory of the district court apparently was the same as that specified 
in Fain et al. v. United States, supra, i.e., Foster’s conduct “‘was to secure 
for him[self] only what he was legally entitled to receive.” Therefore he 
committed no crime and as a consequence there could be no conspiracy to 
commit a crime. With this analysis the Supreme Court, in a unanimous 
but not very clear opinion, disagreed. The holding seems to be that the 
indictment was valid as a charge for conspiring to violate a specific section 
of the criminal code, to-wit section 206. Perhaps the indictment was also 
sustained on the basis of that part of the conspiracy statute which forbids 
a conspiracy to “defraud the United States.” 

Despite the rule concerning strict construction of criminal statutes the 
word “offense” in the federal conspiracy statute has been given a liberal 
interpretation. In United States v. Hutto™ the indictment charged a con- 
spiracy to commit an offense against the United States; that the defend- 

*9 Fain et al. v. United States, 209 Fed. 525 (C.C.A. 8th 1913). 

3° United States v. Foster, 233 U.S. 515, 34 Sup. Ct. 666, 58 L.Ed. 1074 (1913). 


3 United States v. Hutto, 256 U.S. 524, 41 Sup. Ct. 541, 65 L.Ed. 1073 (1921). See also 
Biskind v. United States, 281 Fed. 47 (C.C.A. 6th 1922) and Taylor v. United States, 2 F. (2d) 
444 (C.C.A. 7th 1924). 
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ants conspired to violate a federal law, section 2078, prohibiting any per- 
son employed in Indian affairs from having any interest in any trade with 
Indians except for the United States. The Supreme Court reversed the 
action of the district court in sustaining a demurrer to the indictment. 
For one thing the latter court held that section 2078 in providing only a 
“penalty” of $5,000 and removal from office had not prescribed an “of- 
fense”’ against the United States; that the United States was confined to 
a civil action to recover the penalty. The Supreme Court assumed this to 
be true, for the sake of argument, but held that such a penalty was in- 
cluded in the word “‘offense’”’ within the conspiracy statute. 

A step in advance of the Hutio case was taken by Wham, D. J., in 
United States v. Winner et al.** The defendants were charged in a second 
count with conspiring to commit an offense against the United States by 
counterfeiting a patented article in violation of an act of Congress provid- 
ing “for every such offense ....a penalty of not less than $100 with 
costs; one-half of said penalty to the person who shall sue for the same, 
and the other to the use of the United States.” Even though this was only 
a provision for a qui tam action instead of a criminal prosecution, and 
even though the federal government could not institute the action to re- 
cover the penalty, still the demurrer to the second count was overruled. 
The court gave careful consideration to previous decisions pro and contra 
and then followed the point of view announced briefly and perhaps even 
casually in the Hutto case. If the act is prohibited ‘‘in the interest of the 
public policy of the United States,” that is an ‘‘offense”’ within the general 
statute dealing with conspiracies set forth supra. The second count in this 
prosecution was also held valid by the circuit court of appeals for the 
seventh circuit in a brief per curiam opinion.*? 

The Winner and Hutto cases very recently have come under considera- 
tion in U.S. v. Brown et al.3* There the defendants were indicted under 
the first clause of section 37 of the criminal code for a conspiracy to com- 
mit an offense against the United States. More particularly, they were 
accused of combining to violate sections 84 and 93 of title 12 U.S.C.A. 
These sections after prohibiting with qualifications a national banking 
association from lending more than ten per cent of its capital to any one 
person, provide, that “. . . . every director . . . . shall be held liable in his 
personal and individual capacity for all damages which the association, its 

# United States v. Winner et al., 28 F. (2d) 295 (D.C.N.D. Ill. 1928); 77 Univ. Pa. L. Rev. 
535 (1929); 42 Harv. L. Rev. 574 (1929). 

33 Winner v. United States, 33 F. (2d) 507 (C.C.A. 7th 1929). 

33 United States v. Brown et al., 6 F. Supp. 331 (D.C.W.D.Ky. 1933). 
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shareholders, or any other person, shall have sustained in consequence of 
such violation.” A demurrer to the indictment was sustained. The dis- 
trict judge was of the opinion that this situation was not controlled by the 
Hutto and Winner cases; that the statutes violated in those cases provided 
penalties; that, in the case before him, no penalty had been provided; and 
that section 93 was “simply a statutory enactment of a common-law lia- 
bility to recover civil damages for the amount of the loss and very likely 
for any additional damages flowing therefrom.” Thus, it appears, that the 
line of development which the first clause of section 37 has taken has come 
to the place where one debate will turn on whether a statute is penal or 
merely one allowing damages. How shall we classify a statute which pro- 
vides for a forfeiture as is the case in the first part of section 93? Is sucha 
forfeiture within the meaning of the word “offense” in the conspiracy 
statute (section 37)? Perhaps an opportunity was overlooked in the 
Brown case. Another debate may be whether a particular statute was 
enacted “‘in the interest of the public policy of the United States.’ It was 
not argued in the Brown case that sections 84 and 93 were enacted other- 
wise than “‘in the interest of the public policy of the United States.” In- 
deed no direct utterance on this proposition appears in the opinion. A 
reading of section 93 will disclose that for violations of section 84 two rem- 
edies are provided. The first is a suit for the forfeiture of the franchises 
and dissolution of the banking association. The court was silent as to the 
significance of this provision. The second is the action for ‘“‘all damages,” 
heretofore mentioned. The nature of the first remedy would appear to 
support the notion that the second remedy is for the advancement of a 
national public policy. It may be an answer to this, however, to argue 
that the second remedy was not solely a matter of public policy because 
the persons injured, not the public, keep the damages. Against this answer 
can be cited the Winner case where the informer gets the benefit of half of 
the penalty. Perhaps, however, the latter will be regarded as a reward for 
his trouble in becoming an informer. 

One of the rulings in United States v. Galleanni et al.54 marks a more ad- 
vanced position than the Winner case, but in our opinion the particular 
holding can hardly be justified. The defendants were indicted in counts 
one and three for a conspiracy to violate the Selective Draft Act in that 
they published a statement in a newspaper to procure persons subject to 
the draft to commit an offense against the United States by willfully fail- 
ing to register as required by section 5 of the draft act. Morton, D. J., 
admitted that the conspiracy was a mere solicitation and that “no statute 


34 United States v. Galleanni et al., 245 Fed. 977 (D.C.D. Mass. 1917). 
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of the United States makes such solicitation criminal.” Nevertheless he 
overruled a demurrer to these counts. His argument was that a willful 
failure to register was an “aggravated offense” and that the defendants’ 
conduct was a “common law crime,” i.e., a solicitation. Then he asked 
himself “whether a conspiracy to commit that which would be at common 
law an offense against the United States, but which is not alleged to be a 
fraud on the United States, and is not made a crime by any federal stat- 
ute, is punishable under section 37,” the general conspiracy statute here 
under consideration. His answer was affirmative, relying on Jn re Coy.* 
In the first place it appears to be curious to reason on the basis of “that 
which would be at common law an offense against the United States” 
when the United States does not recognize common law offenses as a part 
of its criminal law.** In the second place we venture to distinguish, even 
though Judge Morton stated that he was unable to distinguish, the Coy 
case. In that case there was a prosecution under the conspiracy statute 
for a violation of specific federal statutes which assumed and adopted the 
laws in force in various states for the conduct of elections wherein there 
was voting for a member of the national House of Representatives. The 
situation is rather complex in that the federal statutes in the main are 
very general and leave to the states the problem of providing for the elec- 
tion machinery and the personnel to operate it; but the indictment was 
based on the fact that a federal statute made it a crime for any person to 
interfere “in any manner with any officer of such election in the discharge 
of his duties.” Can there be any real difficulty in distinguishing, without 
additional consideration, such a case from United States v. Galleanni et al., 
where it was admitted that the conspiracy was to commit that which was 
not a crime by any federal statute? It is true that the position of the fed- 
eral courts that there are no common law crimes in the federal system 
came about more or less by default and it has been questioned in an official 
manner.3? However the doctrine came to be accepted and it has prevailed 
so long that the chances are that the decision in the Galleanni case on 
counts one and three will not be followed. If it proves to be otherwise, it 
would appear to be the beginning of the end of the familiar notion that 
crimes against the federal government must be statutory. In this connec- 
tion it should be observed that there was no attempt by Judge Morton to 
argue that the conduct of the defendants, even though not an agreement 


38 In re Coy, 31 Fed. 794 (C.C.D. Ind. 1887); 127 U.S. 731, 8 Sup. Ct. 1263, 32 L.Ed. 274 
(1888). 


3% See United States v. Gradwell, 243 U.S. 476, 37 Sup. Ct. 407, 61 L.Ed. 857 (1916) and 
cases cited. 


37 See Ex parte Grossman, 267 U.S. 87, 45 Sup. Ct. 332, 69/L.Ed. 527 (1925). 
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to commit a crime, was an agreement to commit an “offense,” i.e., an act 
prohibited by the public policy of the United States. Broad as the Winner 
case, supra, may be, nevertheless in that case there was an agreement to 
violate a specific federal statute.** 

2. Combination to Defraud.—There remains to be considered whether a 
combination to avoid the payment of income taxes, to continue our ex- 
ample, will violate the other part of the federal conspiracy statute, to-wit, 
“to defraud the United States in any manner or for any purpose.” Here, 
also, the interpretation usually has been liberal instead of strict, despite 
the fact that the statute is criminal.* 

In United States v. Curley* it was argued on demurrer that the above 
clause as well as a similar expression in another section dealing with for- 
gery should be limited to “direct pecuniary fraud by depriving the United 
States of money or property.”’ The demurrer was overruled by the district 
judge not without some doubt. A conviction was affirmed by the circuit 
court of appeal in an opinion of unnecessary length.** It was argued that 
the fraud clause included “conspiracies to impair any of the functions of 
the government.” For the sake of completeness it was also stated that the 
conspiracy proved in the particular case was one to defraud the govern- 
ment of a salary and this fact justified a holding that the conduct was 
within the second clause of the general conspiracy statute by the most 
orthodox sort of reasoning. Thus it happened that there was established 
a precedent that a conspiracy to defraud existed when Hughes conspired 
with Curley that the latter would impersonate the former at a civil service 
examination in order to secure for Hughes a position within the federal 
classified civil service. 

In United States v. Moore et al.,“* a demurrer to an indictment under the 
fraud section of the conspiracy statute, supra, was overruled. The defend- 
ants were accused of combining to administer corruptly for their own ad- 
vantage an appropriation law of Congress providing for the survey of agri- 
cultural lands by seeking to survey arid land not suitable for agriculture. 
In a careful opinion, Wolverton, D. J., held that the pleader appropriately 


38 Observe this statement in United States v. Lyman, 190 Fed. 414 (D.C.D. Ore. 1911): 
“To constitute the crime of conspiracy, the object of the unlawful agreement must be the com- 
mission of some offense against the United States in the sense only tiiat it must be some act 
made an offense by the laws of the United States.” What is meant by “laws”? 


39 Cf. a dictum to the contrary in United States v. Robbins et al., 157 Fed. 999, 1000 
(D.C.D. Utah 1907). 


4° United States v. Curley, 122 Fed. 738 (C.C.D. Mass. 1903). 
# Curley et al. v. United States, 130 Fed. 1 (C.C.A. 1st 1904). 
# United States v. Moore et al., 173 Fed. 122 (C.C.D. Ore. 1909). 
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might have charged the defendants with conspiring to defraud the govern- 
ment of its public moneys, but that he chose to charge the defendants 
with the maladministration of the law and “upon this last theory of the 
charge I hold the indictment good.” 

The point of view of the Curley and Moore cases was approved by the 
United States Supreme Court in Haas v. Henkel.** Therein was considered 
an indictment under both clauses of the conspiracy statute. The combina- 
tion sought to obtain advance knowledge of the statistics on the cotton 
crop, gathered at much expense by government employees, for the pur- 
pose of speculation on the cotton market. The indictment sufficiently 
charged a conspiracy to defraud the United States, said the court, to re- 
quire the removal of one defendant to the District of Columbia for trial. 
The decision was deprived of some value for present purposes by the 
declaration of the court that “‘it is clear that practices of this kind would 
deprive these reports of most of their value to the public and degrade the 
department in general estimation, and that there would be a real financial 
loss.”” However it was admitted that the indictment alleged no direct pe- 
cuniary loss to the United States and the court uttered the following for 
which, it seems, the case is chiefly cited: 

But it is not essential that such a conspiracy shall contemplate a financial loss or that 
one shall result. The statute is broad enough in its terms to include any conspiracy for 


the purpose of impairing, obstructing or defeating the lawful function of any depart- 
ment of government. 


Then the court considered the counts charging a conspiracy to commit an 
offense against the United States but there was no clear ruling as to their 
validity. 

} Since the decision in Haas v. Henkel, to say nothing of an earlier day, it 
has been regarded as settled law that there can be a conspiracy to defraud 

| under the federal statute even though no property of the United States 

| was directly involved. Since, however, almost any activity or function of 
the federal government involves property or pecuniary outlay in some 
form it is perhaps too much to expect a decision that sustains a conspiracy 
to defraud which has nothing whatsoever of the property aspect. In any 
event the point of view in the Curley opinion, as approved by the Supreme 
Court, has been followed in many subsequent cases.‘4 


43 Haas v. Henkel, 216 U.S. 462, 30 Sup. Ct. 249, 54 L.Ed. 569 (1909). 


44 Some of them follow, and in a number of them the indictment was based upon both 
clauses of the general conspiracy statute: United States v. Plyler, 222 U.S. 15, 32 Sup. Ct. 6, 
56 L.Ed. 68 (1911) (not a conspiracy prosecution); United States v. Walter, 263 U.S. 15, 44 
Sup. Ct. 10, 68 L.Ed. 137 (1923) (can defraud the United States by defrauding the Emergency 
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Finally the interpretation of the conspiracy statute met with a limita- 
tion. In Hammerschmidi et al. v. United States,** the Supreme Court re- 
versed the conviction which had been affirmed in the circuit court of ap- 
peals.** Haas v. Henkel, was explained and distinguished and it was ruled 
that it is not a conspiracy to “defraud” the United States by openly con- 
spiring to procure, by means of printing handbills, etc., persons subject to 


Fleet Corporation); United States v. Aczel, 219 Fed. 917 (D.C.D. Ind. 1915), 15 Col. L. Rev. 
544 (1915) (“.... it is perfectly plain that a conspiracy which is calculated to obstruct and 
impair, corrupt, and debauch an election where Senators and Representatives in Congress are 
to be elected, would be to defraud the United States by depriving the government itself of its 
lawful right to have such Senators and Representatives elected fairly and in accordance with 
the law’”’; but even here the annual salary of a member of Congress will serve as the property 
element if such is required; United States v. Gradwell, 234 Fed. 446, (D.C.D.R.I. 1916), 243 
U.S. 476, 37 Sup. Ct. 407, 61 L.Ed. 857 (1916), contra, the conspiracy statute in question was 
never intended to apply to elections); United States v. Galleanni et al., 245 Fed. 977 (D.C.D. 
Mass. 1917) (“the United States was entitled to have persons subject to registration [draft for 
military service] perform their duty and register according to law; and a conspiracy to prevent 
their doing so was a conspiracy to deprive the United States of a right to which it was entitled, 
and therefore to defraud it, within the meaning of Section 37”; this opinion was on demurrer 
to the indictment and the facts are not fully stated; it may be inconsistent with the later de- 
cided Hammerschmidt et al. v. United States, 265 U.S. 182, 44 Sup. Ct. 511, 68 L.Ed. 968 
(1924); see Denison’s dissenting opinion in 287 Fed. 825 (C.C.A. 6th 1923); Hamburg-Ameri- 
can etc. Co. v. United States, 250 Fed. 747 (C.C.A. 2d 1918) (conspiracy to defraud the United 
States by obtaining clearances by means of false manifests etc.); Firth et al. v. United States, 
253 Fed. 36 (C.C.A. 4th 1918) (similar to the Galleanni case, supra) ; United States v. Slater et 
al., 278 Fed. 266 (D.C.E.D. Pa. 1922) (conspiracy to defraud the United States by a combina- 
tion to defeat the purpose of the National Prohibition Act); Wolf et al. v. United States, 283 
Fed. 885 (C.C.A. 7th 1922) (avoiding governmental inspection of goods made under contract 
with the United States). Henryet al. v. United States, 15 F. (2d) 624 (C.C.A. 9th 1926) (conspir- 
acy to procure the execution and approval of fraudulent bail bonds); Falter v. United States, 23 
F. (2d) 420 (C.C.A. 2d 1928) (defeating the right of the United States fully to contract and assert 
its dominion as an owner; property loss was clear however); Miller v. United States, 24 F. (2d) 
353 (C.C.A. 2d 1928) (the United States was defrauded “‘of its right to have disinterested and 
conscientious service and out of property of which it had possession and dominion, and to 
which it had power to assert and maintain title”); Wallenstein et al. v. United States, 25 F. 
(2d) 708 (C.C.A. 3d 1928) (“conspiracy to defraud the United States in the exercise of its gov- 
ernmental function” of regulating intoxicating liquors); Cendagarda v. United States, 64 F. 
(ad) 182 (C.C.A. roth 1933) (conspiracy to have another plead guilty to a violation of the Na- 
tional Prohibition Act). 

The following cases should be consulted as to the meaning of a “lawful function” of the 
federal government: Sales v. Unites States, 234 Fed. 842 (C.C.A. 2d 1916); Krichman v. Unit- 
ed States, 263 Fed. 538 (C.C.A. 2d 1920); Keane v. United States, 272 Fed. 577 (C.C.A. 4th 
1921); Rembrandt v. United States, 281 Fed. 122 (C.C.A. 6th 1922); Browne v. United States, 
290 Fed. 870 (C.C.A. 6th 1923). 

4s Hammerschmidt et al. v. United States, 265 U.S. 182, 44 Sup. Ct. 511, 68 L.Ed. 968 
(1924). 

46 Hammerschmidt et al. v. United States, 287 Fed. 817 (C.C.A. 6th 1923), Denison J., 
dissenting. 
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the draft to refuse to obey the draft law; to violate the statute there must 
be an obstruction of the government in one of its lawful functions “by de- 
ceit, craft or trickery, or at least by means that are dishonest’’; open defi- 
ance of the government is not to defraud. This may seem to mean that 
those in our supposed combination to avoid paying income taxes until the 
two budgets are balanced will escape conviction under this particular clause 
of the general conspiracy statute by indulging in an open defiance of the 
federal government and by avoiding all deceit and dishonesty. However 
this is not clear. The combination aims at the finances of the United 
States; the pressure is on “property” and when this is the case those in the 
combination need not be surprised if the Supreme Court should hold that 
a conspiracy to “defraud” the United States out of the collection of taxes 
applies as well to open defiance as to deceitful practices; that the Hammer- 
schmidt case, in turn, is limited to a “lawful function” other than that 
which is in a dominant sense money or property.*’ 

In this connection United States v. Cohn** demonstrates that the expres- 
sion “defrauding the United States” is used in more than one way. There 
occurred a prosecution under a different provision, to-wit, section 35, pun- 
ishing the falsification of any fact “with the intent of cheating and 
swindling or defrauding” the United States. But it was held that this sec- 
tion did not prohibit the wrongful obtaining of non-dutiable goods from a 
collector of the United States; that “defrauding” in this section was used 
only in its usual and primary sense of causing pecuniary or property loss 
and not in the secondary sense of obstructing one of the lawful govern- 
mental functions as under section 37. But so far as known no decision has 
decided that ‘“‘to defraud” under section 37 is limited to the secondary 
sense just mentioned; indeed the contrary has been assumed. To deprive 
the government of revenue is to cause a pecuniary loss. So, the only ques- 
tion is whether such a deprivation through combination by open defiance 
is “to defraud.”’ As to that, the Hammerschmidt case may be suggestive but 
hardly conclusive that only deceitful or dishonest conspiracies are forbid- 
den by the second clause in the general conspiracy statute (section 37) re- 
gardless of any possible distinction whether the conspiracy affects “prop- 
erty” or a mere “function” of government. 

The suggested interpretation of the Hammerschmidt decision, i.e., that 


47 Observe the wording of this sentence from the Hammerschmidt case: “To conspire to 
defraud the United States means primarily to cheat the government out of property or money, 
but it also means to interfere with or obstruct one of its lawful governmental functions by de- 
ceit, craft or trickery, or at least by means that are dishonest.” See also Denison’s dissenting 
opinion in 287 Fed. 825, 826 (C.C.A. 6th 1923). 


48 United States v. Cohn, 270 U.S. 339, 46 Sup. Ct. 251, 70 L.Ed. 616 (1926). 





CRIMINAL ASPECTS OF AN INCOME TAX STRIKE 31 


the second clause of section 37 applies only to dishonest or deceitful con- 
spiracies, seems to be supported to some extent by Fasulo v. United 
States,*° which held that a scheme for obtaining money, by means of in- 
timidation through threats of murder or bodily harm, is not a scheme “‘to 
defraud” within section 215 punishing the use of the mails for the purpose 
of executing any “scheme or artifice to defraud.’”’ The distinction made in 
the Hammerschmidt opinion was relied upon, and in effect Horman v. 
United States*° seems to have been overruled. 

Perhaps we must admit that another limitation upon Haas v. Henkel, 
has been established. In United States v. Winner et al.,* heretofore dis- 
cussed in connection with the first clause of section 37, there is a holding 
that a combination to counterfeit a patented article was not a conspiracy 
“to defraud” the United States under the second clause of section 37; 
that it did not cheat the United States out of money or property nor inter- 
fere with or obstruct one of its lawful governmental functions. The dis- 
trict judge, in sustaining a demurrer to the particular count, admitted 
that the combination would “defraud the United States of its right to the 
unimpaired effectiveness of the patent laws’’; but argued that to give to 
section 37 “this broad significance” would violate the “intendment”’ of 
the statute and go beyond the import of the decided cases. As to the de- 
sirability of this result we express our doubt. The combination appears to 
have been dishonest and the court stated that it was a deception. True 
enough the United States was not cheated out of money or property ex- 
cept in the very remote sense that appropriations to sustain the patent 
system were rendered futile to the extent that this combination was suc- 
cessful. But to impair the effectiveness of the patent laws, as was ad- 
mitted to be the case, seems to us to interfere with a lawful governmental 
function. The district judge argued that the government does not under- 
take “to maintain any administrative function or control over the patented 
article, its use or disposition, after letters patent are issued”’; but a federal 
statute provided a “qui tam” action for counterfeiting a patent. Is this 
not enough? Assuming that there is always a stopping place we fail to see 
why the one chosen in the Winner case is a desirable one. Perhaps, how- 
ever, the difference in opinion is temperamental, or largely so, and there- 
fore defies reduction by argument. 

In conclusion we see no escape for those in our supposed combination, 

#” Fasulo v. United States, 272 U.S. 620, 47 Sup. Ct. 200, 71 L.Ed. 443 (1926). 

8° Horman v. United States, 116 Fed. 350 (C.C.A. 6th 1902). 


S* United States v. Winner et al., 28 F. (2d) 295 (D.C.N.D. Ill. 1928). A very recent de- 
cision, U.S. v. Terranova et al., 7 F. Supp. 989 (D.C.N.D. Cal. 1934), appears to support in 
some measure the doubts expressed concerning the fraud aspect of U.S. v. Winner et al. 
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no matter how desirable their conduct may have seemed to them as men 
of good conscience, and despite the possibility or even probability of their 
escape from the clutches of the second clause of section 37 if the combina- 
tion has acted solely on the basis of an open defiance to obtain what many 
may think to be needed for the salvation of the country. Section 37 came 
into the federal laws somewhat modestly but the interpretation of it re- 
minds one of one of our flags during colonial days. A rattlesnake was pic- 
tured as ready to strike and the inscription was: ‘Don’t Tread on Me.” 





RECEIVERS AND LEASES SUBORDINATE 
TO THE MORTGAGE 


SHELDON TEFFT* 


QUESTION which must frequently arise in the foreclosure of 
A mortgages (including trust deeds) of real property is the effect of 
the appointment of a receiver upon leases which are subordinate 
to the mortgage. This question is important not only to the tenants and 
the receiver, but also to the mortgagee, the mortgagor, junior lienholders 
and assignees of the equity of redemption. Though the courts have been 
flooded with receivership cases, a search of the reports discloses compara- 
tively few cases in which the problem has been considered. The object of 
this essay is an examination of foreclosure receiverships to determine the 
effect of a receivership upon leases of the mortgagor which are subordinate 
to the mortgage which is being foreclosed. 


NATURE OF FORECLOSURE RECEIVERSHIP 


A foreclosure receivership is an institution of the court of chancery de- 


signed to preserve the mortgagee’s security in order that it will be available 
when the suit is ended.* Just as the court of chancery will protect the 
mortgagee by enjoining acts endangering his margin of security so, pend- 
ing the foreclosure suit, it will assume custody of the property when its 
assistance is needed to prevent irreparable injury, and will delegate an 
officer of the court to do those things proper to insure that the property 
pledged as security will be available when the decree has been obtained. 
The court undertakes this formidable task only because its aid is essential 
to prevent threatened irreparable injury to the mortgagee. It is not un- 
dertaken simply because the mortgagee has a right to possession or a con- 
tract for a receiver pending foreclosure.’ Unless the mortgagee can show 

* Associate Professor of Law, University of Chicago. 

* 2 Daniell, Chancery Pleading and Practice (6 Am. ed. 1894),* 1715 et seg. especially § 1716 
note (b); 4 Pomeroy, Equity Jurisprudence (3d ed. 1919), § 1330; Clark, Receivers (2d ed. 
1929), § 24; High, Receivers (3d ed. 1894), § 1; 3 Jones, Mortgages (8th. ed. 1928), § 1930; 


Wyatt Practical Register (1800), § 355. For a typical judicial statement see Chicago Title and 
Trust Co. v. Mack, 347 IIl. 480, 483, 180 N.E. 412, 413 (1932). 

? Frank v. Siegel, 263 Ill. App. 316 (1931); Aetna Life Insurance Co. v. Broeker, 166 Ind. 
576, 77 N.E. 1092 (1906); Lackey v. Yekel, 113 Neb. 382, 203 N.W. 542 (1925); cf. Bagley v. 
Ill. Trust and Sav. Bank, 199 Ill. 76, 64 N.E. 1085 (1902); Tucker v. Nabo Construction Corp., 
108 N.J. Eq. 449, 155 Atl. 623 (1931); note: 4 A.L.R. 1415 (1919); 55 A.L.R. 1027 (1928); 87 
A.L.R. 635 (1933). 
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a genuine danger that his security will become inadequate and that in 
this event his remedies on the debt will be inadequate, the court will not 
gtdinarily undertake the management of the property. But when such a 
showing is made, the court does not hesitate to undertake the preserva- 
tion of the security and will order the receiver to do all things reasonably 
necessary to accomplish this purpose. Not only does the court through its 
officer assume the normal incidents of management, but in exceptional 
cases it may resort to more unusual expedients such as the continuance of 
the mortgagor’s business’ or the issuance of receiver’s certificates which 
may displace the lien of the mortgage being foreclosed.4 The court has 
developed too, the theory that the property is in custodia legis and that 
any unauthorized interference with the receivership either, directly, by 
interfering with the receiver’s possession, or, indirectly, by the institution 
of actions or process relating to the property is a contempt of court.5 In 


3 Cake v. Mohun, 164 U.S. 311 (1896); First National Bank of San Francisco v. Detroit 
Trust Co., 248 Fed. 16 (C.C.A. oth 1916) (consent); Pacific Northwest Packing Co. v. Allen, 
109 Fed. 515 (C.C.A. oth 1901); Makeel v. Hotchkiss, 190 Ill. 311, 60 N.E. 524 (1901) (con- 
sent); note: 14 St. Louis L. Rev. 315 (1929). An analogous problem is the power of the court 
to appoint a receiver for property not included in the mortgage. It is generally stated that the 
court has no “jurisdiction” to appoint a receiver of property not covered by the mortgage. 
Scott v. Farmers’ Loan and Trust Co., 69 Fed. 17 (C.C.A. 8th 1895); Noyes v. Rich,’52 Maine, 
115 (1862); Thomas v. Armstrong, 51 Okla. 203, 151 Pac. 689 (1915); Whitley v. Challis, 
[1892] 1 Ch. 64. The results of these cases are doubtless correct because the petitioners failed to 
show that the preservation of their security necessitated control by the receiver of the unmort- 
gaged property. Had such a showing been made, the denial of the receivership seems question- 
able. See Grant v. Leach & Co., 280 U.S. 351 (1930), reversing Leach & Co. v. Grant 27 Fed. 
(2d) 201 (C.C.A. 6th 1928); Sumsion v. Crutwell, 31 W.R. 399 (Ch. 1883); Campbell v. Lloyd’s 
Bank, 58 L.J. 424 (Ch. 1889); County of Gloucester Bank v. Rudry Methyr Steam and House 
Coal Colliery Co., [1895] 1 Ch. 629, 638; 1 Tardy’s Smith on Receivers (2d ed. 1920), 577; 
note 14 St. Louis L. Rev. 315 (1929). The fear that if a receiver is appointed, the unmortgaged 
property will not be available for the other creditors of the mortgagor (see Thomas v. Arm- 
strong, 51 Okla. 203, 151 Pac. 689 [1915]) seems groundless, since in the final account the prior- 
ity of the mortgagee might be limited to that portion of the assets derived from the mortgaged 
property. 

4 Colorado Wool Marketing Assn. v. Monaghan, 66 F. (2d) 313 (C.C.A. roth 1933); Feld- 
man v. Am. Palestine Line, Inc., 15 F. (2d) 94, (D.C. N.Y. 1926); Title Insurance and Trust 
Co. v. California Development Co., 171 Cal. 227, 152 Pac. 542 (1915); Lockport Felt Co. v. 
United Box Board and Paper Co., 74 N.J. Eq. 686, 70 Atl. 980 (1908); Porch v. Agnew Co., 
57 Atl. 546 (N.J. Eq. 1904); Lunsky v. Criterion Construction Co., 151 Atl. 490 (N.J. Eq. 
1930). The jurisdiction is exercised cautiously and the courts are reluctant to displace the 
mortgagee’s priority to obtain funds required to continue the business: Hanna v. State Trust 
Co., 70 Fed. 2 (C.C.A. 8th 1895); Raht v. Attrill, 106 N.Y. 423, 13 N.E. 282 (1887); Rhode 
Island Hospital Trust Co. v. Greene and Sons Corp., 50 R.I. 305, 146 Atl. 765 (1929); see notes: 
31 Col. L. Rev. 170 (1931); 7 Mich. L. Rev. 239 (1909); 79 U. of Pa. L. Rev. 788 (1931). 

5 Wiswall v. Sampson, 14 How. (U.S.) 52 (1852); People v. Kowalski, 307 Ill. 378, 138 N.E. 
634 (1923); Anderson v. Macek, 350 Ill. 135, 182 N.E. 745 (1932); Angel v. Smith, 9 Ves. 335 
(1804); 4 Pomeroy, Equity Jurisprudence (4th ed. 1919), §§ 1§83-1590; 17 Minn. L. Rev. 560 
(1933). 
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short, the theory of the receivership is that it is a conservation measure 
designed to protect the interests of all parties to the proceeding pending 
the determination of the suit, and that it is the function of the receiver 
acting under the instructions of the court to do those things reasonably 
necessary to accomplish this fundamental end. 

This, then, brings one to the immediate problem: what are the rights 
and duties of receivers with respect to tenants of the mortgagor whose 
‘leases are subordinate to the mortgage? If the terms of the mortgagor’s 
leases are as advantageous as those which the receiver could negotiate, 
may he affirm them? If the terms are not substantially as good as he could 
obtain may he repudiate them? Or, to state the problem from the point of 
view of the tenants: what are the rights and duties of the tenants? If the 
terms are advantageous, may the tenants enforce the leases against the 
receiver? If the terms are burdensome may the tenants avoid the leases 
upon the appointment of the receiver? The answer to these problems de- | 
pends, it is submitted, upon the answer to a simple question: can the 
mortgagee’s margin of security be preserved adequately without avoiding 
the mortgagor’s leases? If the margin of security can be adequately pre- 
served the tenants should not be disturbed, because a receivership should 
not alter the status quo more than is necessary to accomplish this end.° 
But when the margin of security cannot be preserved adequately if the 
mortgagor’s leases are continued, the court should direct the receiver to 
repudiate them and negotiate new ones. ~ 

To apply this principle to a specific case, the court must determine 
whether the rents and profits pending foreclosure as well as the corpus con- 
stitute a part of the mortgagee’s security. If they do not, the receiver 
should not avoid the mortgagor’s leases even though the rents reserved 
are much lower than the receiver might obtain for new leases. Unless the 
possession of the tenants endangers the corpus, they should be permitted 
to continue under their old leases. If, however, rents and profits pending 
foreclosure constitute a portion of the mortgagee’s security, the court 
must determine whether the continuance of the mortgagor’s leases will 
render the mortgagee’s margin of security inadequate. If it will, the re- 
ceiver should be directed to avoid the mortgagor’s leases. Approached 


6 In re Newdigate Colliery, Ltd., [1912] 1 Ch. 468; In re Great Cobar, Ltd., [rors] 1 Ch. 682; 
Stamer v. Nisbitt, 9 Ir. Eq. R. 96 (1846) (order for sale free from mortgagor’s leases refused, 
but referred to master to ascertain whether mortgagee’s security was inadequate); Murtin v. 
Walker, Sau. & Sc. 139 (Ir. Rolls 1837) (court refused to evict mortgagor’s tenants because no 
showing of inadequacy of mortgagee’s security and doubts as to validity of the mortgage); 
American Brake Shoe & Foundry Co. v. N.Y. Railroad Co., 278 Fed. 842 (D.C.N.Y. 1922). 
Cf. the rule of “sale in inverse order of alienation”: 3 Jones, Mortgages (8th ed. 1928), § 2084. 
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from this point of view the results of the cases in which the question has 
been raised seem reasonable. 


RIGHT OF RECEIVER TO DISAFFIRM MORTGAGOR’S LEASES 


In “title” jurisdictions in which the mortgagee gua mortgagee is en- 
titled to possession from and after default, rents and profits constitute a 
part of his security and in those jurisdictions the courts order receivers to 
disaffirm the mortgagor’s leases in which the rent reserved is less than the 
reasonable value of the premises if the continuation of those leases en- 
dangers the mortgagee’s margin of security.’ 

In “lien” jurisdictions where the mortgagee gua mortgagee is not entitled 
to possession and the rents and profits are not a part of the mortgagee’s 
security, the courts order receivers not to interfere with the mortgagor’s 
leases even though the rents reserved are less than the receiver might get 
for new leases.* Conceivably in a “lien” jurisdiction though the mort- 
gagee is not entitled to possession pending the suit, he may, by reason of a 
@ledge of rents or some theory of equitable lien, have some claim to rents 
and profits pending foreclosure.** The extent of this right depends upon 
the statutes and decisions of the particular jurisdiction. The mortgagee 
may be entitled to the occupational value of the premises during the suit or 
his right may be limited to the rents which actually accrue under the mort- 
gagor’s leases during the suit. Whether in a “lien” jurisdiction, then, the 
receiver may disaffirm the mortgagor’s leases, depends upon the view 
adopted as to the extent of the mortgagee’s security. If the security in- 
cludes the occupational value of the premises, the receiver may avoid 
those leases of the mortgagor the continuance of which will endanger the 
mortgagee’s margin of security;? if it does not include rents and profits or 
if it includes only those rents which in fact accrue under the mortgagor’s 


7 Rohrer v. Deatherage, 336 Ill. 450, 168 N.E. 266 (1929); The Rankin-Whitham State 
Bank v. Mulcahey, 344 IIl. 99, 176 N.E. 366 (1931); Henshaw Ward & Co. v. Wells, 9 Humph. 
(Tenn.) 568 (1848); Lord Mansfield v. Hamilton, 2 Sch. & Lef. 28 (Ch. 1804) (leases subor- 
dinate to mortgage apparently held unenforceable against the receiver). The cases permitting 
receivers to avoid the mortgagor’s arrangements for payment of rent in advance of the date it 
is due may be supported on this ground. See Boteler v. Leber, 112 N.J. Eq. 441, 164 Atl. 572 
(1933). 


8 Motor Finance Co. v. Wenzlaff, 197 Iowa 314, 197 N.W. 60 (1924); Smith v. Cushatt, 199 
Iowa 690, 202 N.W. 548 (1925); The Prudence Co. Inc. v. 160 W. 73rd St. Corp., 260 N.Y. 205; 
183 N.E. 365 (1932); Grether v. Nick, 193 Wis. 503, 213 N.W. 304 (1927); Ottman v. Tilbury, 
204 Wis. 56, 234 N.W. 325 (1931); Zimmerman v. Walgreen, 255 N.W. 534 (Wis. 1934). 


8 Bank of Manhattan Trust Co. v. 571 Park Ave. Corp., 263 N.Y. 57, 188 N.E. 156 (1933). 
9 State ex rel. Coker v. Dist. Court of Tulsa County, 159 Okla. 10, 11 P. (2d) 495 (1932). 
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leases, the receiver is bound by those leases unless they can be impeached 
as fraudulent or unless their continuance endangers the corpus of the 
property.*® 

RIGHT TO AFFIRM MORTGAGOR’S LEASES 


Normally the rent reserved in leases negotiated by the mortgagor be- 
fore foreclosure will be higher than the receiver can obtain for new leases. 
For not only will the foreclosure ordinarily be commenced when real 
estate values are depressed, but the receiver’s leases will of necessity be 
forced transactions negotiated under most unfavorable circumstances.” 
Unless, therefore, the mortgagor’s leases were executed under special cir- 
cumstances, as, for example, co-operative apartment leases or by a desper- 
ate or fraudulent mortgagor, the terms will be more favorable than the re- 
ceiver can obtain. The receiver will usually, therefore, desire to affirm 
rather than disaffirm the mortgagor’s leases. The tenants, however, will 
be anxious to repudiate them as improvident bargains. Since the purpose 
of the receivership is to preserve the property which is the subject of the 
suit, it would seem that the tenants should not be permitted to rely upon 
the appointment of the receiver as a release from these undesirable leases. 
And yet, strangely enough, the device developed by the court of chancery 
as a conservation measure has been seized upon by tenants to justify a re- 
pudiation of unfavorable leases. In jurisdictions where the receiver is 
bound by the mortgagor’s leases their efforts have failed.” In jurisdictions 
where the receiver may repudiate the mortgagor’s leases the question has 
seldom been considered."? The argument for the tenants in those jurisdic- 
tions is based upon two grounds: one, want of privity of estate between the 
receiver and the tenants, and two, unfairness. 


%° The Prudence Co. v. 160 W. 73rd St. Corp., 260 N.Y. 205, 183 N.E. 365 (1932). 


™ For cases illustrating some of the difficulties, see Chicago Deposit Vault v. McNutla, 153 
U.S. 554 (1894); Farmers Loan & Trust v. Eaton, 114 Fed. 14 (C.C.A. 8th 1902); Gooden v. 
Vinke, 87 Ill. App. 562 (1899); Chicago Land Bank v. McCambridge, 343 Ill. 456, 175 N.E. 834 
(1931); Shreve v. Hankinson, 34 N.J. Eq. 413 (1881); Weeks v. Weeks and Cornwell, 106 N.Y. 
626, 13 N.E. 96 (1887). 


™ Loring M. Hewen Co. v. Malter, 260 N.Y.S. 624, 145 Misc. 635 (1932); Metropolitan 
Life Ins. Co. v. Childs Co., 230 N.Y. 285, 130 N.E. 295 (1921); Markantonis v. Madlan Realty 
Corp., 262 N.Y. 354, 186 N.E. 862 (1933); Knickerbocker Oil Corp. v. Richfield Oil Corp., 254 
N.Y.S. 506, 234 App. Div. 199 (1931); note, 33 Col. L. Rev. 1211 (1933); for an extreme case 
see Lynch v. Harrer, 261 N.Y.S. 565, 146 Misc. 493 (1933). 


3 Cases commonly cited for this point are not in point. See, for example, Stephen v. Reib- 
ling, 45 Ill. App. 40 (1892) in which the tenant did not, apparently, contest liability for rent. 
It was recently considered by the New Jersey Chancery Court: Walgreen v. Moore, 173 Atl. 
587 (N.J. 1934). 
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WANT OF PRIVITY OF ESTATE 


The tenants contend that the position of the receiver is substantially 
that of a mortgagee in possession; that a mortgagee in possession cannot 
for want of privity of estate enforce the leases of his mortgagor" and that, 
therefore, upon the appointment of a receiver, the mortgagor’s tenants 
may repudiate their leases. The premise that the receiver occupies the po- 
sition of a mortgagee in possession is supported, the tenants contend, by 
the facts that the receiver is not bound by the mortgagor’s leases, that he 
is appointed upon the motion of the mortgagee, and that the funds col- 
lected by the receiver are applied to satisfy the mortgagee’s claims. 

In considering this argument several points should be noted. In the 
first place, the assumption that the receiver can avoid the mortgagor’s 
leases because his position is substantially that of a mortgagee in posses- 
sion is not consistent with the fundamental nature of receiverships in fore- 
closure cases. As has already been developed, the receiver is an officer of 
the court appointed to conserve the mortgagee’s security until the deter- 
mination of the foreclosure proceedings."® He is the representative not of 
the mortgagee but of all parties to the suit. His rights are not dependent 
upon the title of the mortgagee. He is not chosen by the mortgagee. He is 
not subject to the control of the mortgagee. The mortgagee is not liable 
for his defaults."* A right of the mortgagee to possession either gua mort- 


gagee or by express agreement will not per se induce the chancellor to ap- 
point a receiver.'? Even though the mortgagee’s right to possession is un- 
conditional and his security is inadequate a receiver will not be appointed 
if the mortgagor furnishes security which is satisfactory to the court."* 
Moreover, a receiver is appointed in many cases in which the mortgagee is 
not entitled to possession. A receivership is just as common in a “lien” 


4 3 Tiffany, Real Property (2d ed. 1920), 2447. 


*s See Central Trust Co. v. Worcester Cycle Co., 93 Fed. 712 (C.C.A. 2d 1899), 110 Fed. 491 
(C.C.A. Mass. 1901), 114 Fed. 660 (C.C.A. 1902); and 24 Halsbury Laws of England, Receivers 
(1912), § 722, p. 384. 


© Rigge v. Bowater, 3 Bro. C. C. 365 (1791); Hutchinson v. Massareene, 2 Ball & B. 40, 55 
(1811); Ingham v. Sutherland, 63 L. T. 614 (Ch. 1890); Robinson v. Arkansas Loan and Trust 
Co., 74 Ark. 292, 85 S.W. 413 (1905); Kaiser v. Kellar, 21 Iowa 95 (1866); Farmers Loan and 
Trust Co. v. Oregon Pac. Rd., 31 Ore. 237, 48 Pac. 706 (1897). Cf. Sorchan v. Mayo, so N.J. 
Eq. 288, 23 Atl. 479 (1892). See 3 Jones, Mortgages (8th ed. 1928), § 1954. For the analogous 
problem as to liability for expenses of receivership, see notes: 68 A.L.R. 878 (1930), 21 Col. L. 
Rev. 466 (1921), 21 Harv. L. Rev. 529 (1908). 


17 Supra note 2. 


*® Tardy’s Smith on Receivers (1920), §§ 15, 25, 240; 1 Wiltsie, Foreclosure of Mortgages 
(4th ed. 1927), § 564. See Ill. Statutes, Smith-Hurd (1933), c. 22:55. 
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jurisdiction such as New York as it is in “title” jurisdictions.*® A receiver 
is frequently appointed after a foreclosure sale, although the mortgagee’s 
right to possession is terminated by the sale.?° 

If the appointment of the receiver were really the equivalent of the 
entry by the mortgagee into possession, the right of tenants to terminate 
their leases upon the appointment of a receiver would almost certainly 
have appeared in the English cases where doctrines of privity are applied 
with great strictness.** Under the traditional English and Irish practice, 
however, the mortgagor’s tenants are required, as a matter of course, to 
attorn to the receiver and, if they refuse, are committed for contempt of 
court.” If it is necessary to distrain for rent before attornment the court 
orders the receiver to proceed in the name of the mortgagor.*? Likewise, 
even before attornment the receiver may take advantage of statutes de- 
signed to protect landlords.** Furthermore, there is considerable author- 
ity in both England and America to the effect that the receiver is entitled 
to arrears of rent which, though accruing before his appointment, had not 
been collected by the mortgagor prior to the receivership.” 

The fact that the fund collected by the receiver is usually awarded to 
the mortgagee who institutes the receivership does not justify the conclu- 
sion that the receiver’s position is substantially that of a mortgagee in 
possession. In “lien” jurisdictions, such as New York, in which the mort- 


gagee has no right to possession, the surplus collected by the receiver is 
awarded to the mortgagee to satisfy the deficiency remaining due after the 
foreclosure sale, just as in the jurisdictions in which the mortgagee is en- 


9 See, for example, Hollenbeck v. Donnell, 94 N.Y. 342 (1884), and Post v. Dorr, 4 Edw. 
Ch. (N.Y.) 412 (1844). 


2° Haas v. Chicago Bldg. Society, 89 Ill. 498 (1878); O’Brian v. Fry, 82 Ill. 274 (1876). 


at See Dunlop v. Selfridge, [1915] A.C. 847; Pound, Spirit of the Common Law (1921), 22 
et seq. 


= Davis v. Duke of Marlborough, 2 Swanst. 108 (Ch. 1818); Seton, Decrees (2d ed. 1854), 
539; 2 Daniell, Chancery Practice (6th Am. ed. 1894), * 1741. 


23 Pitt v. Snowden, 3 Atk. 750 (1752); Hughes v. Hughes, 1 Ves. 161 (1790); Seton, Decrees 
(2d ed. 1854), 540; Fisher and Lightwood, Mortgages (7th ed. 1931), 371. 


24 Cox v. Harper, [1910] 1 Ch. 480 in which without attornment receiver was held to be a 
“landlord” of mortgagor’s tenant for the purposes of Landlord and Tenant Act (1709) and 
therefore entitled to demand rent in arrears from execution creditor of mortgagor. 


*s Codrington v. Johnstone, 1 Beav. 520 (1838); Russell v. Russell, 2 Ir. Ch. R. 574 (1853); 
Lofsky v. Maujer, 3 Sand. Ch. (N.Y.) 69 (1845); note, 33 Col. L. Rev. 1211 (1933); contra: 
Steward v. Fairchild-Baldwin, 91 N.J. Eq. 86, 108 Atl. 301 (1919); cf. St. Louis Union Trust 
Co. v. Wabash, C. & W. R. Co., 258 Ill. App. 9 (1930); Paramount Bldg. & Loan Assn. v. 
Sacks, 107 N.J. Eq. 328, 152 Atl. 457 (1930). 
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titled to possession.” Yet in New York the receiver cannot be in any sense 
a mortgagee in possession, since first, mortgagees are not entitled to pos- 
session and secondly, the receiver is bound by the mortgagor’s leases.’ 
The fact that the mortgagee is awarded the fund shows not that the re- 
ceiver occupies substantially the position of a mortgagee in possession, but 
rather that the surplus in question is a portion of the security available 
for the satisfaction of the mortgagee’s claim. The fund is awarded ulti- 
mately to the mortgagee not because it has been collected by his repre- 
sentative, the receiver, but because the fund is a portion of the security 
pledged by the mortgagor, and the proceeds of the sale have been insuffi- 
cient to satisfy the mortgage debt. The appointment of the receiver, 
however, is not an adjudication that the mortgagee’s security includes 
rents and profits, and it is not equivalent to an award to the mortgagee of 
the fund to be collected by the receiver. The distribution of the fund is 
not determined until the termination of the litigation.** It will be awarded 
to a mortgagee only if the court determines that rents and profits, pending 
foreclosure, are a portion of the mortgagee’s security. If, as is the rule in a 
number of jurisdictions, the court concludes that rents and profits are in 
no sense security for satisfaction of the mortgage debt, the fund will be 
awarded not to a mortgagee but to the holder of the equity of redemp- 
tion.?? Even though rents and profits are, in the jurisdiction, a portion of 


the mortgagee’s security, the fund will not be given to the mortgagee who 
instituted the receivership, unless he establishes that his mortgage is su- 
perior to that of other parties to the litigation, and that the suit has re- 
sulted in a sale leaving a deficiency.** If his mortgage has been satisfied, 
or if he dismisses his suit, or if he obtains a decree of strict foreclosure he 
is not entitled to any of the fund.** The fact that he instituted the re- 
ceivership does not give him any priority over other parties to the litiga- 


% Post v. Dorr, 4 Edw. Ch. (N.Y.) 412 (1847); Astor v. Turner, 11 Paige (N.Y.) 436 (1845). 
27 Supra note 8. 


28 New Jersey Title Guarantee & Trust Co. v. Cone & Co., 64 N.J. Eq. 45, 53 Atl. 97 
(1902); Last v. Winkel, 86 N.J. Eq. 356; 97 Atl. 961 (1916); 1 Wiltsie, Foreclosure of Mort- 
gages (4th ed. 1927), § 606. 

29 Elmira Mechanics Society v. Stanchfield, 160 Fed. 811 (C.C.A. 8th 1908); Wagar v. 
Stone, 36 Mich. 364 (1877); Marshall Isley Bank v. Cody, 76 Minn. 112, 78 N.W. 978 (1899); 
First National Bank of Aberdeen v. Cranmer, 42 S.D. 404, 175 N.W. 881 (1920); Gerber v. 
Heath, 92 Wash. 519, 159 Pac. 691 (1916). 

3° Desiderio v. Iadonisi, 115 Conn. 652, 163 Atl. 254 (1932); Cross v. The Will County Na- 
tional Bank, 177 Ill. 33, 52 N.E. 322 (1898); note, however, terms of order of appointment. 


3* Desiderio v. Iadonisi, 115 Conn. 652, 163 Atl. 254 (1932); Corcoran v. Witz, 252 Ill. App. 
473 (1929). 





RECEIVERS AND LEASES AND THE MORTGAGE 41 


tion, since the receiver acts in the interests of all parties to the litigation as 
their titles are ultimately determined by the court.* To this rule there is 
but one exception, namely, that the institution of the receivership may 
give a junior lienholder a better claim to rents and profits collected by the 
receiver than a senior lienholder who fails promptly to intervene in the 
receivership. The senior lienholder, even though he later intervenes, ob- 
tains no claim to that portion of the rents and profits collected by the re- 
ceiver prior to the intervention.** The reason for this advantage is not 
that the receiver is the representative of the petitioning mortgagee—he 
cannot be because other parties to the receivership including the mort- 
gagor may share in the fund—but rather because a mortgagee who has 
done nothing to preserve the security should not be in a better position 
than he would have been had the mortgagor continued in possession. 
Even this advantage is denied the petitioning mortgagee in some jurisdic- 
tions in which the fund is distributed among parties to the suit and inter- 
veners in order of the priority of their securities.*4 

It would seem, then, that even though the receiver may avoid the mort- 
gagor’s leases and even though the fund that he accumulates is normally 
applied on the mortgage debt the position of the receiver is not substan- 
tially that of a mortgagee in possession and that therefore the decisions 
that a mortgagee in possession cannot affirm the mortgagor’s leases are 
not applicable to receiverships. 

Even were the analogy closer, the rule that a mortgagee in possession 
cannot affirm the mortgagor’s leases should not be extended beyond the 
limits required by the doctrine of siare decisis and should not be applied to 
receivership cases. The expediency of the rule of want of privity as ap- 
plied to mortgage cases is most questionable. Though it may not be desir- 
able to permit strangers coming in under a paramount title to affirm the 
leases of tenants who chance to be in possession of land, the position of the 
mortgagee is quite different. Though the mortgagee is entitled to posses- 
sion, the mortgagor continues to have a substantial interest in the premises. 
If the tenants are permitted to repudiate their leases, the burden will fall 
not merely upon the mortgagee but upon the mortgagor or his assignees. 
It should be noted that the want of privity doctrine was extended to the 
mortgage cases only after a great struggle and in the face of a line of cases 
holding that the mortgagee might by giving notice affirm the mortgagor’s 

3 Cross v. The Will County National Bank, 177 Ill. 33, 52 N.E. 322 (1898); New York Title 
Guarantee & Trust Co. v. Cone & Co., 64 N.J. Eq. 45, 53 Atl. 97 (1902). 

33 Bermes v. Kelley, 108 N.J. Eq. 289, 154 Atl. 860 (1931). 

34 Bergin v. Robbins, 109 Conn. 329, 146 Atl. 724 (1929). 
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leases.*5 This extension of the rule might have been justified as an ex- 
treme measure for the protection of the mortgagor by inducing the mort- 
gagee not to assert his legal right to possession. This reason is not applica- 
ble to the receivership cases, since the mortgagor is amply protected by 
the rules restricting the appointment of receivers and, as we have seen, 
the rule has not yet been extended to them. In England the rule has all 
but been abolished by statute.** In view of the disastrous consequences of 
the application of the rule to the mortgagor and his assignees and, in view 
of the increased difficulties of management, which the rule will thrust upon 
the courts if it is extended to the receivership cases, the desirability of 
limiting the doctrine rather than extending it seems obvious. It is not 
surprising, therefore, that the New Jersey Chancery Court recently re- 
jected a tenant’s plea based upon this theory and described it as “both 
novel and startling.”’37 

It would seem, then, even though a receiver is not bound by the mort- 
gagor’s leases and even though the mortgagee may ultimately get the 
fund collected by the receiver, that the tenants’ first argument to justify 
their repudiation—want of privity—is unsound. 


UNFAIRNESS 


The second argument of the tenants is that upon equitable principles of 
fairness if the receiver may repudiate the mortgagor’s leases, the tenants 


should have a corresponding privilege. As Mr. Justice Crouch stated the 
argument in his dissenting opinion in Holmes v. Gravenhorst:** 

“The actual basis of the decision in the Prudence Company case, as it seems to me, 
was not the stern logic of the doctrine of possession, but rather the equitable considera- 
tion that the asserted right of the receiver to get occupational rent, when that was 
higher than the reserved rent, was not paralleled by reciprocal right in the tenant to 
pay only occupational rent when that was lower than the reserved rent.” 


The question is whether to permit the receiver and not the tenants to 
affirm or disaffirm the leases is so inequitable that the chancellor should not 
be a party to it. The experience of chancery with the notion that equality 
is equity and its application in the want of mutuality cases has been so un- 

3s Pope v. Biggs, 9 B.& C. 245 (K.B. 1829); Waddilove v. Barnett, 4 Dowl. 347 (K.B. 1835); 
Brown v. Storey, 1 Man. & G. 117 (Co. Pls. 1840); Underhay v. Read, 20 Q.B.D. 209 (1887); 


cf. Evans v. Elliot, 9 Ad. & El. 342 (K.B. 1838); Towerson v. Jackson, [1891] 2 Q.B. 484. 
1 Tiffany, Landlord and Tenant (1912), § 73a (6). 


3% 44 & 45 Vict. c. 41, § 18 now replaced by 15 Geo. V. c. 20, § 99. 
37 Walgreen v. Moore, 173 Atl. 587 (N.J. 1934). 
38 Holmes v. Gravenhorst, 263 N.Y. 148, 157, 188 N.E. 285, 288 (1933). 
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fortunate that one should be extremely skeptical of suggestions for its 
extension.*® Its application to this case seems peculiarly inappropriate. 

If the tenant’s plea is allowed, the purposes of the receivership will be 
very largely frustrated. Assets will be dissipated rather than preserved 
and the task of administration will be rendered much more difficult.“° It 
will result in loss not merely to mortgagees but in every case to the mort- 
gagor and assignees of the mortgagor.* At first thought this economic 
waste with the inevitable hardship imposed upon those least able to bear 
it might seem justified as the price of rescuing the tenant from an intoler- 
able position. But if one considers the tenant’s position carefully, one 
finds that it is not particularly harsh. In the first place, the receiver’s 
privilege of rejecting the mortgagor’s leases must be exercised promptly 
upon his appointment.” He is, of course, allowed a sufficient period within 
which to form an intelligent opinion of the merits of the lease, but once 
that period has elapsed the receiver’s privilege of rejecting the lease is lost 
and thereafter the lease is as binding upon the receiver as one which he has 
negotiated personally. Even though the receiver rejects the lease prompt- 
ly upon his appointment the tenant cannot be compelled to continue to 
pay rent upon any basis other than the terms of his old lease. If he and 
the receiver cannot come to terms, he may vacate the premises and avoid 
future liability for the premises.*3 On the other hand, if the receiver fails 
to reject the lease promptly the tenant continues to enjoy the premises 
strictly in accord with the terms of his bargain with the mortgagor. 

Secondly, the position of the tenant is the consequence of a risk which 
he voluntarily assumed when he took the lease. In some cases the lease is 
by its very terms expressly subordinate to the mortgage. The tenant 
knew that his right to occupy the premises under the lease was contingent 
upon satisfaction of the mortgage and with this knowledge he entered into 
the premises. If the lease is not in terms subordinate to the mortgage the 


39 Ames, Lectures on Legal History (1913), 370 ef seqg.; Lewis, Present Status of the Defence 
of Want of Mutuality in Specific Performance, 51 Am. Law Reg. (O.S.) 591 (1903); Pomeroy, 
Specific Performance of Contracts in Illinois, 1 Ill. Law Bul. 117, 128 (1918). 


4° For an extreme statement of this point see Walgreen v. Moore, 173 Atl. 587 (N.J. 1934). 

4 The mortgagor will be damaged not only because he loses a valuable lease, but also be- 
cause he will be liable for breach of covenant to the tenant who is evicted. Mack v. Patchin, 42 
N.Y. 167 (1870); Ganz v. Clark, 252 N.Y. 92, 169 N.E. 100 (1929); B. F. Avery & Sons v. 
Kennerly, 12 S.W. (2d) 140 (Tex. 1929). 

# Central Republic Trust Co. v. 33 South Wabash Bldg. Corp., 273 Ill. App. 380 (1934). 

43 Sager v. Rebdor Realty Corp., 230 App. Div. 106, 243 N.Y. Supp. 314 (1930); Monro- 
King & Gremmels Realty Corp. v. 9 Avenue-31 Street Corp., 233 App. Div. 401, 253 N.Y. 
Supp. 303 (1931). 
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predicament of the tenant is the result of his willingness to take a lease 
without investigating the lessor’s title. Had he examined the title he 
would have discovered the incumbrance. If he did not care to examine the 
title, he might easily have protected himself by insisting upon a lease in 
which a breach of a covenant against incumbrances was made a ground for 
termination of the lease. Since he did not take these precautions, he 
should not be heard to say that he did not assume the risk of possible de- 
fects in his lessor’s title, and should not be granted relief from his bargain. 
The real basis of the tenant’s plea is that he has taken a lease which has 
proved unprofitable. Real estate values have gone down and not up, and 
consequently the tenant seizes upon the cry of hardship and the technical 
plea of want of privity to avoid the consequences of his error in judgment. 

It is not, therefore, surprising to find that the cases indicate that the 
plea of the tenant will be rejected by the courts. Though there does not 
seem to be any clear-cut decision on the question, English and Irish cases 
and the opinions of English commentators point to this conclusion.‘4 In 
accord are the decisions in analogous types of cases. First is the well- 
known rule that a tenant in possession of the premises cannot, unless he 
can establish a breach of covenant, which is an express condition prece- 
dent, avoid his lease because of a defect in his landlord’s title, even though 
this defect is one which may at any time be asserted against him.*® In 
these cases the stranger may obtain the privilege of affirming or disaffirm- 
ing by obtaining an assignment from the lessor. Then there is the well- 
established rule allowing the receiver of a corporation or the trustee in 
bankruptcy a reasonable period within which to determine whether to 
adopt or reject leases of the insolvent corporation or bankrupt.** Also in- 
consistent with the tenant’s plea is the rule developed in foreclosure cases 
in New York and other lien jurisdictions permitting the mortgagee to 
elect to adopt or disaffirm the mortgagor’s leases. If the mortgagee de- 
sires to adopt the mortgagor’s lease, he does not join the tenant in the 
foreclosure proceedings and does not obtain a decree of foreclosure against 
the tenant. The purchaser at the sale, who is usually a mortgagee, may 
enforce the lease as the assignee of the reversion.‘’ If, however, the mort- 

44 Supra notes 22, 23, 24 and 25. See also Walgreen v. Moore, 173 Atl. 587 (N.J. 1934). 

4s Bigelow, Estoppel (6th ed. 1913), 547 ef seg.; 1 Tiffany, Landlord and Tenant (1912), § 78. 

# Clark, Foley, and Shaw, Adoption and Rejection of Contracts and Leases by Receivers, 
46 Harv. L. Rev. 1111 (1933); note, 31 Col. L. Rev. 297 (1931). 

47 Dundee Naval Stores v. McDowell, 65 Fla. 15, 61 So. 108 (1913); Commonwealth Mort- 
gage Co. v. De Waltoff, 135 App. Div. (N.Y.) 33 (1909); Metropolitan Life Insurance Co. v. 
Childs Co., 230 N.Y. 285, 130 N.E. 295 (1921); Markantonis v, Madlan Realty Corp., 262 
N.Y. 354, 186 N.E. 862 (1933); Ex parte Owens, 100 S.C. 324, 84 S.E. 875 (1915). 

Contra: McDermott v. Burke, 16 Cal. 580 (1860) (dictum since lessee took his lease after 
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gagee desires to avoid the mortgagor’s lease, he makes the tenant a party 
to the suit and obtains a decree of foreclosure against him. Then as pur- 
chaser at the sale the mortgagee may evict the tenant. This rule Mr. Jus- 
tice Crouch apparently overlooked in his explanation of the Prudence 
case. This privilege of the mortgagee shows, it is submitted, that the New 
York rule that the receiver is bound by the mortgagor’s leases is to be 
justified on the ground that in New York the mortgagee’s security is lim- 
ited to the rents which actually accrue under the mortgagor’s leases and 
not upon the ground of preventing hardship to the tenant. 

Likewise inconsistent with the tenant’s plea is the rule that a mortgagee 
may, by obtaining the co-operation of the mortgagor, have the privilege of 
adopting or rejecting the mortgagor’s leases. As assignee of the reversion 
he will be entitled to the privileges of a landlord ;** as mortgagee he will not 
be bound by them. In view of these well established lines of decisions it 
seems that the courts will not be persuaded by the tenant’s plea of fairness. 

In summary, then, the solution of the problems of the essay seems sim- 
ple: the receiver may, and in the typical case should adopt the mort- 
gagor’s leases. Only in the exceptional case in which the continuance of 
these leases endangers the mortgagee’s security may he reject them. On the 
other hand, neither the appointment of the receiver nor the privilege of the 
receiver to reject the mortgagor’s leases gives the tenants the right to re- 


pudiate their leases. 


the suit was instituted and was therefore bound by the decree under the doctrine of lis pendens); 
Downard v. Graff, 40 Iowa 597 (1875), (but cf. First Trust Joint Stock Land Bank of Chicago 
v. Ingels, 251 N.W. 630 (Iowa, 1934) ); Dolese v. Bellows-Claude Neon Co., 261 Mich. 57, 245 
N.W. 569 (1932). Fora criticism of this line of cases see 3 Tiffany, Real Property (2d ed. 1920), 
2700 et seq.; note 32 Mich. L. Rev. 119 (1933). 

Ina “title” jurisdiction even though the lessee has not been foreclosed, the purchaser at the 
sale should not be bound by these leases since he succeeds to the rights of the mortgage. Cf. 
however, Ellveeay Newspaper Assn. v. Wagner Market Co., 110 N.J.L. 577, 166 Atl. 332 
(1932) (dictum). The court may, however, when the mortgagee will not be prejudiced, order a 
sale subject to the lease; in such case the purchaser is, of course, bound by the lease. See West- 
ern Union Tel. Co. v. Brown and Randolph Co., 154 Ga. 229, 114 S.E. 36 (1932). 

For a discussion of the problem see notes: 14 A.L.R. 664 (1921); Ann. Cases 1915A 397 
(1915); 42 Harv. L. Rev. 280 (1928); 13 Col. L. Rev. 553 (1913). 


48 Chicago City Bank and Trust Co. v. Walgreen Co., 272 Ill. App. 434 (1933); International 
Paper Co. v. Priscilla Co., 281 Mass. 22, 183 N.E. 58 (1932). 
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THE MARKET CONCEPT 


T was inevitable that some type of measure should be taken to correct 
the evils of over-speculation’ and financial racketeering’ occurring on 
organized security exchanges, and to prevent as far as possible an- 

other major stock market crash with its attendant grief and destruction. 
The Securities Exchange Act of 1934’ is the federal government’s proffered 
solution. Since the aim of this paper is to examine the market concept 
under the Act, and that concept of a free and open market previously de- 
veloped, no detailed analysis of the measure will be attempted. Its princi- 
pal objectives are: (1) to curb excessive speculation; (2) to give the public 
adequate financial information concerning the securities traded in; and 
(3) to prevent illegitimate manipulation of security prices and protect the 
public against unfair practices. To effect these, the Act enunciates certain 


* Sterling Fellow, Yale University School of Law. 
+t Member of the Ohio Bar. 


Loans to brokers on the New York Stock Exchange alone reached the unprecedented total 
of about $9,000,000,000 at the peak of the bull market. The period between January 1, 1927 
and October 1, 1929 accounted for an increase of $5,300,000,000. Loans declined $3,000,- 
000,000 in the first ten days of the debacle, and continued to decline for the next three years. 
These loans indicate the extent of stock market speculation. Feverish activity in trading is 
another indication. In the ten years before the war the yearly transactions in stock on the 
New York Stock Exchange averaged about 155,000,000 shares; in 1929 the volume had reached 
I,125,000,000 shares; and in 1933, despite the depression, 654,000,000 shares were traded in. 
Twentieth Century Fund, Stock Market Control (1934), c. 1 and c. 6 at 86-95; 78 Cong. Rec, 
7992-7993 (1934). 

The extent to which inflation had gone and the consequent deflation when the bull market 
broke may be gathered in part from the following figures: in 1929 the total value of stocks 
listed solely on the New York Stock Exchange was nearly $89,000,000,000; in 1932 it had 
shrunk to less than $16,000,000,000; bonds on the same exchange had declined from $49,000,- 
000,000 in September, 1930 to $31,000,000,000 in April, 1933. An extreme case of deflation is 
the decline in Insull Utilities Investment, Inc., from a high of approximately $149 to } of a point 
in 1932. Twentieth Century Fund, Stock Market Control (1934) 7; 78 Cong. Rec. 7992, 8401 
(1934). 

2 See generally the reports of the proceedings before the Senate Committee on Banking and 
Currency investigating stock exchange and banking practices published in 1933 and 1934. 

3 P.L. No. 291, 73d (2d sess. 1934); 15 U.S.C.A. § 78a (1934). See Tracy and MacChesney, 
The Securities Exchange Act of 1934, 32 Mich. L. Rev. 1025 (1934); Meyer, The Securities 
Exchange Act of 1934 (1934). 
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general policies and lays out the plan for regulation and control. And a 
most important part of this plan is the creation of the Securities and Ex- 
change Commission‘ and the grant to it of broad regulatory® and investiga- 
tory powers® over security exchanges. One feature supplementing the 


4§ 4 of tit. I. § 210 of tit. IT of the Act, amending the Securities Act of 1933, transfers the 
powers, duties and functions of the Federal Trade Commission under the Securities Act, to 


this Commission, thus centering in one body control over the issuance of, and the trading in, 
securities. 


5 § 23(a) gives the Commission power to make necessary rules and regulations for the execu- 
tion of the functions vested in it by the Act. These cover in the main: 

(1) Classification of issuers, securities, and exchanges. § 23(a). 

(2) Approval or denial of an exchange’s application for registration. § 6. An exchange 
may be exempted from registration, when in the Commission’s opinion, by reason of the limited 
volume of business done thereon, it is not practicable nor necessary to require registration. 
§§ 23(a), 5. 

(3) Approval or denial of an application by an issuer to have its security registered is first 
lodged with the exchange; but the Commission has supervisory control over such approval. 
§§ 12, 19(a)(2). No securities may be traded in on a registered exchange unless they are 
registered or exempted. § 12(a). Exempted securities are defined by § 3(12). In general terms 
they are federal, state, and municipal obligations, and such other securities as the Commission 
may deem proper to exempt from the operation of the Act, either absolutely or on terms. 

(4) Segregation and limitation of functions of members, brokers, and dealers, as it deems 
necessary or appropriate. § 11. 

(5) Over-the-counter markets. § 15. 

(6) Proxy solicitation; and the giving of a proxy by a broker or dealer in respect to a 
registered security carried for the account of a customer. § 14. 

(7) Periodical and other reports by the issuer of a registered security for the purposes of 
furnishing adequate financial information on its current status. § 13. 

(8) The nature of accounts and records to be kept, and the reports to be made, by ex- 
changes, members, brokers and dealers. The Commission may make such examination of the 
accounts and records as it may deem necessary. § 17(a). 

(9) May exempt such dealings by directors, officers and principal stockholders in the se- 
curities of their company as are not comprehended within the purpose of subsection of § 16(b), 
which aims at preventing the unfair use of information by corporate insiders. See in connec- 
tion, § 16(d). 

(10) To regulate trading on foreign securities exchanges so as to prevent the evasion of 
the Act. § 30. 

(11) To regulate the aggregate indebtedness of brokers, § 8(b), and the hypothecation by 
brokers of securities carried for the account of a customer, § 8(c). 

(12) Manipulative and deceptive devices. §§9, 10. Certain devices are absolutely pro- 
hibited by § 9, while others are conditionally prohibited, i.e., the Commission may permit the 
use of certain manipulative practices subject to rules. §§ 9, 10. These are discussed in detail, 
infra at pp. 50-56. 

§ 19 gives the Commission power to suspend or withdraw the registration of a securities 
exchange, or of a security, and to suspend or expel a member or officer of an exchange for viola- 
tion of the Act or of the rules and regulations made by the Commission. It also has the power 
to suspend trading in any security for a period not exceeding ro days, or with the approval of 
the President, to suspend all trading on any exchange for a period not exceeding 90 days. 
§ r9(a)(4). And it may effect such changes in the rules and practices of an exchange as it 
deems proper in the public interest in respect to certain enumerated matters. § 19(b). 

® § ar. 
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Commission should be noticed. The Act attempts to co-ordinate honest 
dealing on the exchanges with a controlled credit by setting up certain 
margin requirements’ and restrictions on borrowing by members, brokers 
and dealers;* and by turning the regulation of this field over to the Federal 
Reserve Board.® 

It is with objectives (2) and (3) that we are chiefly concerned. Now the 
original primary design of the stock markets was to secure liquidity for 
corporate and municipal securities." That this function has been per- 
formed is attested by common experience during the last few years, for 
holders of securities traded in on national exchanges have been able to 
liquidate their holdings at all times, while holders of other securities have 
often found them frozen. This in itself is a considerable tribute to the 
mechanism of the exchange. But over-emphasis of this feature is danger- 
ous, for transactions on the exchange affect not only the securities there 
handled, but serve as a yardstick to measure the tremendous immobile 
holdings of like securities throughout the country." Proper attention to 
pricing is therefore essential. Before market quotations can be accepted 
as an accurate appraisal of a security, the market must be free and open, 
both in the sense of liquidity—the continuous operations of buyers and 
sellers, and in the sense that price is honestly chancered. To effect the 
latter, buyers and sellers must have adequate financial information” and 


the opportunity to trade on an unrigged market. A great many businesses, 
probably the more intelligently managed, and the New York Stock Ex- 


7§ 7. $§8. 

9 § 7. See also § 23(a) giving it power to make rules and regulations; § 17(b) broker, dealer 
or other person extending credit must make such reports to the Board as it may require; and 
the Board is given power to examine accounts and records. For power to make investigations 
see § 8(a) providing: “‘ . . . . The provisions of sections 21 (Investigations; Injunctions and 
Prosecution of Offenses) and 25 (Court Review of Orders) of this title shall apply in the case of 
any such proceeding or order of the Federal Reserve Board in the same manner as such provi- 
sions apply in the case of proceedings and orders of the Commission.” 

© Berle and Means, The Modern Corporation and Private Property (1932), c. 1, bk. III. 
At an early date the New York Stock Exchange set up means whereby corners could be broken. 
Constitution of the New York Stock Exchange, Art III § 7. 

* Berle and Means, supra note 10, p. 297. 


In appraising values, information is needed on at least general business conditions; the 
condition of the industry involving the particular security; the financial record of the company 
and perhaps of other like companies for comparative purposes; and the demand for, and the 
resulting price of, the security. Government agencies such as the Department of Commerce 
and the Federal Reserve Board supply a great deal of information on general business condi- 
tions and specific industries. Clearly a company is the logical source of information concerning 
its financial status, and when it gathers its capital from the investing public, it would seem to 
have the duty toward this public of furnishing adequate information, not only at the time of 
issue but also currently. The basis for demanding current information is that the listing on a 





MARKET MANIPULATION AND THE EXCHANGE ACT 49 


change™ have heretofore recognized the need for such information. But in 
the past traders have not been adequately informed by the companies in 
whose securities they were dealing."4 Section 12 of the Exchange Act re- 
quires detailed information to be furnished at the time the security is 
registered, and section 13 requires the issuers of registered securities to 
keep the information filed under section 12 reasonably up to date." 

For the purpose of putting all traders on a fair basis, section 16 is de- 
signed to prevent corporate insiders from profiting from inside informa- 
tion, and sections 9 and to prohibit manipulative and deceptive devices. 
Section 16(a) requires directors and officers of the issuer of a registered 
equity security (other than an exempted security), and holders of more 


stock exchange was one of the factors giving the security salability at the time of issue; pur- 
chasers of the security were willing to and did pay more for the stock because they knew that 


at all times they could sell. To sell at a fair price, other purchasers must know the financial 
status of the company. 


13 An executive assistant of the committee on stock listing said: “. . . . In order that parties 
may trade on even terms they should have, as far as is practicable, the same opportunities for 
knowledge in regard to the subject matter of the trade. 

“The exchange is interested in the accounts of companies as a source of reliable informa- 
tion for those who deal in stocks. It is not sufficient for the stock exchange that the accounts 
should be in conformity with law or even that they should be conservative; the stock exchange 
desires that they should be fully and fairly informative.” H.R. Rep. No. 1383, 73d (2d sess. 
1934); 78 Cong. Rec. 7919-7920 (1934). 

The information required by the New York Stock Exchange for listing has been detailed 
and thorough. See Commerce Clearing House, Stocks and Bonds Law Service (1933), Vol. III, 
8237, et seg.; for comparative purposes see the requirements of other exchanges, p. 8023 ef seq. 


14 “The majority of corporations make public no data whatsoever to inform their security 
holders of the (method of computing net) profits. . . . . There is absolutely no means by which 
the facts can be determined ” Sloan, Corporate Profits (1930), 41-43. Figures upon an- 
nual net earnings are published, of course; and what he means is that insufficient information 
is given regarding what such figures include and what they omit to enable a person outside the 
executive offices of the particular corporation accurately to determine the net profits. 

That companies have not furnished sufficient information was admitted by the president of 
the New York Stock Exchange who advanced this explanation: 

“|... however, many company officials did not publish complete financial statements 
because they were afraid that the disclosure of too much information would put their com- 
panies at a disadvantage in meeting competition, not only from other American corporations, 
but frequently from foreign companies engaged in the same line of business. This fear, though 
genuine, has in large measure proved to be unfounded.” H.R. Rep. No. 1383, 73d Cong. (2d 


sess. 1934), 78 Cong. Rec. 7919-7920 (1934). Protection against such danger is afforded by the 
Exchange Act. § 24. 


*s Any person making a false or misleading statement with respect to a material fact in any 
application, report or document filed pursuant to the Act or rule of the Commission or Board 
is liable to any one relying upon it (not knowing that it was false or misleading) who sells or 
purchases a security at a price affected by the statement. The defendant may prove as a de- 
fense that he acted in good faith and had no knowledge that the statement was false or mis 
leading. § 18(a). In connection, see § 20(a) which provides for liability of controlling persons. 
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than 10% of any class of unexempted equity securities to file with the 
Commission at the time of registration a list of their holdings of the issuer 
and to supplement this with monthly reports when there has been any 
change in such ownership. This is to give investors an idea of the pur- 
chases and sales by corporate insiders. And section 16(b) provides that 
profits accruing from deals by such individuals (with certain exceptions 
not here material), in the issuer’s securities within a period of six months 
shall enure to the benefit of the issuer; and section 16(c) is designed to pre- 
vent short sales by the above individuals when dealing in registered se- 
curities of their company, and to prevent sale for delivery after twenty 
days—to prevent sales against the box, whereby those in possession of 
inside information sell their holdings but keep the stock registered in their 
names, so that their change of position does not become known until de- 
livery is made at a later date. 

In discussing sections 9 and 10 on manipulation it may be well to _re- 
fer to devices that have been employed in the past and for what purposes. 
The term “manipulation” may, in short, be applied to any practice which 
has as its purpose the deliberate raising, lowering or pegging of security 
prices. Buying and selling in themselves do, of course, affect price, but 
in a free and open market this is a natural consequence and not their pre- 
conceived purpose. Manipulation leads to an artificial and controlled” 
price. Such a price, which is broadcast in the form of a market quotation, 
then, does not reflect an independent appraisal of the security in respect 
to the floating supply, nor to the immobile holdings throughout the 
country.”’ 

A crude form of creating a false appearance of demand and market 
price for the benefit of the ticker is the wash sale and matched order.” 
These are prohibited by section 9 (a)(1) of the Act. For some time the 
New York Stock Exchange has condemned such transactions;?° the New 
York Blue Sky Law, known as the Martin Act, designates them as fraudu- 

*6 The degree of control depends upon success of the manipulation; but control is the aim 
and hope of the manipulator. 


*7 Where a syndicate controls the market, the market quotations are not determinative of 
value for tax purposes. Appeal of Wallis Tractor Co., 3 B.T.A. 981 (1926); Parker v. Com- 
missioner, 11 B.T.A. 1336 (1928). 

18 A sale involving no change in the beneficial ownership; the seller does not expect to make, 
nor the buyer to receive, delivery. 

9 An order for the purchase or sale of a security given for substantially the same size, at sub- 
stantially the same time and at substantially the same price at which the party is making a sale 
or purchase. The party trades with himself, or with someone acting in concert with him, 
Quite generally the term wash sale is used also to cover matched order. 

2° Constitution of the N.Y. Stock Exchange, Art. XVII, § 3. 
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lent and provides for action of a preventive nature by the Attorney- 
General ;* and the state penal code designates them as felonies.” Other 
effective manipulative devices, and just as reprehensible, are the rumor, 
false statements and touting” relative to a security. These are prohibited 
by section 9(a)(3), (4) and (5).24 Another manipulative device, generally 
assumed to be legitimate,’s is the pool operation. Its purpose is, by con- 
certed action among a number of traders, to raise or lower or maintain the 
price of a security at a certain level. In so far as this purpose is achieved, 
an artificial price results; that is, a price which would not be reached by the 
competing judgments of independent buyers and sellers. Even where the 
pool in the end suffers financial loss it disaligns price appraisal*® during the 
period of operation. 

Pool operations fall into two general classes: (1) those designed to serve 
merely speculative purposes in the endeavor to make a profit as the result 
of fluctuations planned in advance—the bull and bear pools;?? and (2) 


** New York Cahill’s Consolidated Laws (1930), c. 21, §§ 352-359-J, Art. 23-A of the Gen- 
eral Business Law. 

22 New York Cahill’s Consolidated Laws (1930), c. 41, § 953. 

§ 951 makes reporting or publishing of fictitious transactions in securities a felony. 

23 The two most common forms which touting takes seem to be (1) the sending out of circu- 
lar letters containing market information and advice, allegedly expert and impartial, but 
which are in reality dedicated to the unloading of certain securities, and (2) the dissemination 
of the same sort of stuff through financial papers and sheets. For examples of such practices 
unearthed by the Senate Committee on Banking and Finance, see II, Stock Exchange Prac- 
tices, 73d Cong., rst sess. (1934), 459 ef seq; 600 et seg. See generally Twentieth Century Fund, 
Stock Market Control (1934), c. VII. 

New York Cahill’s Consolidated Laws (1930), c. 41, § 952 makes false statement or ad- 
vertisement as to securities a felony. 

24 See infra note 85 for similar state prohibitions. 

2s Meyer, The Law of Stock Brokers and Stock Exchanges (1931), 240, § 36. 

* It is price appraisal which an apologist for stock exchanges has emphasized as their most 
valuable contribution. Through reports of transactions and resulting prices the public is in- 
formed by the market quotation of the combined opinion of the most competent financiers as 
to the present and future value of securities. ““When the facts (which affect value) become the 
common property of the rank and file . . . . , their effect is lost because the discerning mind 
of the speculative community has approximately measured their importance in advance and 
by its sales and purchases has brought about a prompt adjustment of the price to a lower or 
higher level.” Huebner, Stock Market (1922), 33. 


27 A bear pool is a combination to sell a security short and then buy at the depressed prices. 
While on the other hand a bull pool is to first acquire stock and then unload at a marked-up 
price. 

The sucker pool is a combination of large holders of stock, who anticipating a decline desire 
to unload profitably. Invitations will be sent 2ut over the country to small brokers requesting 
them to take a share; enthusiasm is spread among the invitees and they are properly made to 
feel the favor being done them. The buying by them and their customers keep or push the 
price up to levels where the large holders can unload profitably. Dice, The Stock Market 
(1926), 428. 
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those resorted to for the purpose of making a market for issues of new se- 
curities or stabilizing the price of a seasoned security subject to stress of 
unusual circumstances—the syndicate distribution pool** and the stabili- 
zation pool.” 

Economic justification for pools of the first class has been attempted. 
“The pool is thus little more than an organization, on a scientific basis, of 


28 The aim of the investment banker who manages the syndicate distribution pool is to 
maintain the offering price to the public at a time when the security is coming on the market in 
large volume with a varying demand. Thus the market in which he operates is a forced market. 
For example, a large utility needing capital goes to its investment banker. After a careful 
study of its needs, its property, past and future earnings, the general condition of the security 
market, and other kindred fields the banker contracts to purchase from the issuer $25,000,000 
six per cent mortgage bonds to yield the issuer 90. The banker takes a } point for origination 
and makes the price 90} to the banking group which he forms and of which he is a member. 
(The purpose of this group is to underwrite his risk.) A selling group of 350 houses, scattered 
all over the country, is formed to take commitments for sale, price to members of the selling 
group 91, offering price to the public 93. The originating banker will participate and manage 
the selling group. These various syndicates are formed for periods approximating sixty days, 
and the managers usually reserve the right to extend the period. (See the case of Fisher, Law- 
rence and Bowen in Biddle and Bates, Investment Banking [1931], 235.) During the life of the 
syndicate it will bid on the market for bonds at 93, unless its appraisal of the market has been 
so poor that it is unable to support the market at that price—if the investing public which has 
purchased bonds becomes convinced that 93 is too high, bonds will appear on the market for 
sale, and if 93 is far out of line, so many bonds will come upon the market that the syndicate 
will be unable to support the market at that figure. See the case of Fabre, Dupont & Co., Inc., 
in Biddle and Bates, Investment Banking (1931), 267, where the banker was marketing bonds 
and a large block of preferred stock. The total issue of the latter was $35,000,000; $11,000,000 
had been exchanged by the isuing company for securities of subsidiary companies, and the 
banker undertook to market the balance of $24,000,000 million. Bonds, preferred stock, and 
common stock were pegged. Assuming that the pegging of the new security is justifiable can 
the same be said in regard to pegging the common stock which is already on the market, or in 
pegging the preferred with $11,000,000 outstanding? In this case seemingly the outstanding 
preferred had not been traded in; so the entire block of preferred stock can be treated as a new 
security and pegging would seem to be justifiable if we so regard it in such a situation as Fisher, 
Lawrence and Bowen. If the outstanding preferred had been traded in, then the pegging inter- 
feres with free trading in a seasoned stock, yet since the same type of stock is coming on the 
market in large volume, the stress of circumstances requires support just as much as in the 
marketing of a new security. See infra note 29. 


29 The Bond Pool formed in 1932 and publicly announced as designed to support the market, 
easing the effects of panic hysteria, is an example. It was generally thought to be in the public 
interest. See the N.Y. Times, Oct. 27, 1929, pp. 1, 16 for an account of the bankers’ syndicate 
which operated in the crash of 1929 to prevent the collapse of issues under which “pockets” 
had opened through the complete absence of bids to stem a torrent of sales. And see Berle, 
Liability for Stock Manipulation, 31 Col. L. Rev. 264, 278, n. 25 (1931) and cf. the less drastic 
method outlined in n. 26 of the same article. 

A less spectacular use of the stabilization pool is to cushion seasoned stock during the mar- 
keting of a large block by a holder. For example, to close up the estate of A, it is necessary to 
sell his large security holdings in X stock. Support here may prevent undue injury both to the 
estate and the public who have holdings in X stock. Cf. the case of Fabre, Dupont & Co., Inc. 
supra note 28. 
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a group of ‘insiders.’ It is a group of men who are farsighted enough to see 
the potentiality of any stock and the logic of its eventually selling at the 
price and in the direction which the pool decides upon. All that the pool 
generally does, therefore, is to discount the future in a scientific way and 
hasten the market change which, without organized action, might take ten 
times as long to accomplish. Economically, the pool serves a worthy pur- 
pose of assisting the open market in evaluating correctly the true worth of 
a stock.’’3° But this justification seems addressed to a market where there 
are “insiders,” not to a free and open public market. Granting that there 
may be good pools if they mark up or mark down stock to what, in theory, 
is the proper level, there are sufficient examples of security values so gross- 
ly disaligned that such evils far outweigh any possible good from such 
theoretic appraisal.** For it is believed that sound appraisal will normally 
characterize a free market, unless the forces of over-speculation, such as 
we witnessed in 1928 and 1929, or the opposite forces of fear and depres- 
sion of the late years disrupt the mechanisms of orderly trade. But when 
those forces are at work the pool usually accentuates them, since it is 
much easier for it to go with than against the general trend of the market.” 


3° Schabacker, Stock Market Theory and Practice (1930), 570-571; and see Meeker, Short 
Selling (1932), 83. 


3 Hocking Pool, 1909: Stock earning one-half of one per cent was forced up from $24 to 
$92.50 per share; entire number of shares listed was 69,304, yet in March when pool operations 
began, 143,400 shares were traded in; upon the termination of the pool the stock declined to 
$2 per share and then disappeared. U.S. Senate Hearings, Regulation of the Stock Exchange, 
63d Cong. 2d sess. on S. 3895 (1914), 94, Pujo Report, 47-49. 

Radio Pool, 1929: The common stock of Radio Corporation of America was pushed up 
from a close of 91} on March 12, 1929 when the pool began operating, to a close of 109} on March 
16, receding on March 18 to a close of ror, and on March 19 to 96} when the last holdings had 
been unloaded. Thereafter the stock declined for several days to a closing price of 87} on March 
23. The pool operated for only one week, yet traded in 1,493,400 shares at a net profit of nearly 
$5,000,000. II Stock Exchange Practices (73d Cong. 1st sess.), 473-475, Letter from the Coun- 
sel for the Committee on Banking and Currency to the Committee on Banking and Currency 
(73d Cong. 1st sess.), 9. The prices quoted are the corrected prices found in the Letter. 

Alcohol Pool, 1933: see infra note 100. 

And see Vol. II, op. cit., supra, at p. 559, Letter, op. cit., supra, at p. 12 for an account of 
the Kolster Radio Pool which operated under an option to purchase, as did the pool in Electric 
Auto-Lite Company (Vol. II, at p. 750, Letter, at p. 18). In the General Asphalt Pool officers 
and directors of the company were interested. Thus the pool had knowledge of what the com- 
pany intended to do with respect to declaration of dividends, and the evidence that dividends 
were paid in amount and at a time to assist the pool in its maneuvers and to the detriment of 
the company is impelling. Vol. II, 532-546, Letter, 11-12. For an extreme example of exploit- 
ing inside information, and manipulation, see the résumé relative to Fox Theaters and Fox Films, 
Letter, 26-32; and see also the resumé on Warner Bros. Pictures, Letter, 18. (No attempt is 
made to refer to all the pool operations unearthed by the Senate Committee Investigation.) 


3 Publicizing the fact that a pool is operating in a security sometime serves as stimulant to 
lure speculators into the market. See Stevens v. Wallace, 106 N.J. Eq. 352, 150 Atl. 835 (1930) 
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A much better case can be made for pool operations of the second class. 
In those of the first class the greater price fluctuation produced, the greater 
the profit. While in the syndicate distribution, the underlying theory is 
that the investment banker and his associates must create an orderly 
market which will permit them to purchase securities to yield a fair price 
to the issuer and market these wares at a profit commensurate with the 
risk taken.** This interference with a free market has been justified** and 
attacked.*5 Essentially the problem is one of pricing, and if the investment 
banker gives proper attention to the buying public’s point of view a price 
fair to all is more apt to result from orderly, controlled marketing than in a 
free and open market where the supply for the time far exceeds the de- 
mand. There is considerable evidence that in the past the investment 
banker has unduly considered the interests of the issuer.* And this has 
led to the suggestion that American investment bankers by adopting the 
English practice need not resort to pegging.*? In England many companies 
make the offering of their own securities direct to the public. This indi- 
cates that they are content to wait longer for the proceeds of their issue 
and to assume the risk of getting the amount of funds desired. Where the 
investment banker is used either to insure the sale of the issue, or to under- 
take its marketing, the tempo is still much slower than in America. But 
aside from this there is probably no real difference, for jobbers are em- 


(the manipulator advertised that a pool was operating) ; and see the Dickinson Report to Secre- 
tary of Commerce of Committee on Stock Exchange Regulation (1934), 14; 138 Commercial 
and Financial Chronical 925 (1934). 


33 Where the originating house was able to set up the syndicate machinery and secure com- 
mitments for the entire issue before it became formally committed to the issuer the risk taken 
was small, and the profit may have been disproportionate to the economic services rendered. 
Even where it became committed to the issuer before the risk was underwritten its profits may 
have been too large. 


34 Report of the Governor’s Committee (of N.Y.) on Speculation in Securities and Com- 
modities (1909) as quoted in Appendix K, p. 801 of the Regulation of the Stock Exchange, 
U.S. Senate Hearings, 63d Cong., 2d sess. on S. 3895 (1914); Dickinson Report to Secretary of 
Commerce of Committee on Stock Exchange Regulation (1934), 13-14. 


3s Twentieth Century Fund, Stock Market Control (1934), 193. 


3% Steiner and Lasdon, The Market Action of New Issues—A Test of Syndicate Price Peg- 
ging, 12 Harv. Bus. Rev. 339 (1934); Twentieth Century Fund, Stock Market Control (1934), 
194. 

The writers examined 63 issues sponsored by the firm of J. P. Morgan & Co. during the 
years 1927 to 1930, inclusive. Ten issues did not break the offering price; pricing was particu- 
larly bad on four issues; on the other issues it was reasonably close. The survey tended to prove 
that the best class of investment bankers probably priced their wares reasonably, even from the 
purchaser’s point of view. 


3? Twentieth Century Fund, Stock Market Control (1934), 194. 
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ployed both by companies when marketing their own securities,** and by 
the investment bankers to make a market on the exchanges in the secu- 
rity.3 So even if a shift were made in this country in investment banking 
practices and a company went directly to the public, it has been recognized 
that it would have to lend support to the market if it were to be successful 
in its financing.*° 

The theory which justifies pegging justifies stabilizing a seasoned secu- 
rity to aid in the orderly liquidation of a block of securities, which, if 
thrown upon the market without support, would demoralize and depress 
it to the disadvantage of the liquidator and to the public having holdings 
in that security. It has been urged that such securities could be fed out 
slowly, but creditors, and unusual circumstances, such as settling an estate, 
may demand sudden liquidation.** And where a security is subject to un- 
usual strain, as panic hysteria, stabilization may well be resorted to for 
the purpose of protecting the public generally, and preventing undue sac- 
rifice in values.‘ 

That pool operations divide into the legitimate and illegitimate is recog- 
nized by the Exchange Act. Section 9(a)(2) prohibits speculative pool 
operations and operations by the lone trader which raise or depress the 
price of a security “for the purpose of inducing the purchase or sale of 
such security by others.” While section 9(a)(6) only prohibits pegging, 
fixing, or stabilizing the price of a security by the lone trader or traders 
acting in concert when “in contravention of such rules and regulations as 
the Commission may prescribe.” The put,* call,** straddle,*® and other 
kindred options and privileges, often concomitants of pool operations be- 

38 See the cases of Scott v. Brown, infra, note 56, and Sanderson and Levi v. British Westra- 


lian Mines and Share Corp., infra, note 60. In both cases the court recognizes the practice is 
common. 


39 Nash, Investment Banking In England (1924), 60; and see generally c.c. IV and V, and 
particularly the chart on p. 86. 


4° Dickinson Report to Secretary of Commerce of Committee on Stock Exchange Regulation 
(1934), 14. 


* Ibid. 14. # Ibid. 14. 


4 “A put is an option in favor of the holder of the put to require the maker to purchase and 
pay for specified stock at any time within a specified period.” Meyer, The Law of Stock 
Brokers and Stock Exchanges (1931), § 31. 


44 “A call is an option in favor of the holder of the call to require the maker to sell and de- 
liver specified stock at any time within a specified period.”” Meyer, supra note 43, § 31. 


4s “A straddle or a spread is a combination of a put and a call. It grants the holder the right 
to require the maker, within a named time, either to purchase at a specified price or to sell at a 
specified price. The difference between a straddle and a spread is that in a straddle the price is 
the same in the option to purchase as in the option to sell, (this price usually being the market 
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cause they permit large-scale manipulations to be conducted with a mini- 
mum of financial risk to the manipulators,** are made unlawful save when 
they are permitted by the Commission’s rules and regulations.*7 And any 
person willfully participating in any act or transaction in violation of the 
specific prohibitions of this section’? or the rules and regulations of the 
Commission made thereunder is liable to any person purchasing or selling 
any security at a price which was affected by such act or transaction.” 
To effect a short sale or to use a stop-loss order in connection with a 
registered security in contravention of the Commission’s rules is prohibit- 
ed by section 10(a). And section 10(b) prohibits the use of any manipula- 
tive or deceptive device in connection with the purchase or sale of any se- 
curity registered on a national securities exchange or any security not so 
registered in contravention of the Commission’s rules and regulations. 
Thus it seems the Act seeks to establish a free and open market, yet 
recognizing that complete freedom may be demoralizing, qualifies the 
concept by delimiting speculation and by authorizing such legitimate 
manipulation as the Commission thinks necessary or appropriate in the 
public interest or for the protection of investors. How does this concept 
differ from that prevailing prior to the Act? The answer to this question is 
important both to provide a setting for the Act, and to determine if other 


rights and remedies are available, because section 28 makes the rights and 
remedies under the Act supplementary to any that may exist at law or in 
equity. Let us then examine the English and American cases which bear 
upon the concept of a free and open market. 


price at the time the straddle is executed), whereas in a spread the prices at which the two op- 
tions may be exercised are different.”” Meyer, supra note 43, § 31. The put, call, straddle 
spread and such options are legal. Meyer, supra note 43, § 34 (f). 

# H.R. Rep. No. 1383, 73d Cong., 2d sess. (1934); 78 Cong. Rec. 7919 (1934); Meyer, op. 
cit., supra § 31. 

47 §9(b) and (c). The terms do not include any registered warrant, right, or convertible 
security. § 9(d). 

48 See also § 20 which makes controlling persons liable also. 


49 In addition to matters under immediate discussion § 9 prohibits fictitious transactions, 
circulation of false rumors, the making of false and misleading statements, and touting, dis- 
cussed supra p. 51. 


5° § o(e). This subdivision provides for protection against strike suits. § 9 does not apply 
to an exempted security. § 9(f). 


st This is subject to the proviso that any person permitted to maintain a suit for damages 
under the Act cannot, through satisfaction of judgment in one or more actions, recover in ex- 
cess of his actual damages. § 2S(a). This subdivision also specifically preserves the validity of 
state blue sky laws not in conflict with the Act. 

§ 28(b) leaves the exchanges free to regulate themselves and their members insofar as the 
action taken is not inconsistent with the provisions of the Act. In this connection § 6(b) should 
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ENGLISH CASES 


Two criminal cases clearly recognize the public interest in a free and 
open securities market. In the first case to arise* the defendants had cir- 
culated false rumors to the effect that Napoleon had been killed and peace 
would soon be proclaimed. Charged with and convicted of a conspiracy to 
raise the price of the public Government funds and other Government se- 
curities by the above false means with the intent to injure the public who 
should buy such securities on a named day, they moved in arrest of judg- 
ment, urging that generally speaking the higher the price of the public 
funds the better for the country because the higher the state of public 
credit; that it was not alleged that defendants had shares in the funds and 
intended to sell them; nor that the Government would be injured, as it 
might if the particular day were the one on which the Commissioners for 
Reducing the National Debt were wont to purchase. But a unanimous 
court overruled these objections, recognizing that the Government need 
not be injured in its aggregate capacity* nor that the defendants be bene- 
fited. Both the means used and the end sought were illegal: the public 
had a right that a national market should not be tampered with.5* The 
interesting question whether a combination to sell or buy in large amounts 


for the sole purpose of depressing or raising the price of stocks would be 
indictable was not discussed.5> But there are dicta to the effect that such 
a combination would be criminal. These must be deemed qualified, 


be noted. It provides that a registered exchange must provide “for the expulsion, suspension, 
or disciplining of a member for conduct or proceeding inconsistent with just and equitable 
principles of trade, and declare that the willful violation of any provisions of this title or any 
rule or regulation thereunder shall be considered conduct or proceeding inconsistent with just 
and equitable principles of trade.” 


% Rex v. De Berenger, 3 M. & S. 67, 105 Eng. Rep. 536 (K.B. 1814). 


53 Bayley, J., id., 75, 539, ““To raise the public funds may be an innocent act, but to conspire 
to raise them by illegal means and with a criminal view, is an offence; an offence, perhaps not 
affecting the public in an equal degree, as if it were done with intent to affect the purchases of 
the Commissioners for the Redemption of the National Debt, which would be affecting the 
public in its aggregate capacity; but still, if it be completed, it will certainly prejudice a large 
portion of the King’s subjects who have occasion to purchase on that day.” 

54 Lord Ellenborough, C. J., id., 72-73, 538, “. . . . The purpose itself is mischievous, it 
strikes at the price of a vendible commodity in the market, and if it gives it a fictitious price, 
by means of false rumours, it is a fraud levelled against all the public, for it is against all such 
as may possibly have anything to do with the funds on that particular day.” 

58s However, Le Blanc, J., did point out that raising or lowering the price of securities is not 
per se a crime, but explained that by saying, “A man may have occasion to sell out a large sum, 
which may have the effect of depressing the price of stocks, or may buy in a large sum, and 
thereby raise the price on a particular day, and yet he will be guilty of no offence.” Id., 74, 539. 


% Scott v. Brown, [1892] 2 Q.B. 724, 730, 734, 61 L.J. 738 (Q.B. 1892). 
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however, to the extent that if the resulting price is fair, though at a pre- 
mium, the combination is not indictable.*’ 

And the English law has taken a very objective view concerning intent. 
In Reg. v. Aspinall®* the defendants by fictitious allotments, and by false 
representations concerning these and the amount that had been paid 
thereon secured a settling day on the London Stock Exchange. The sec- 
ond count, on which the conviction was sustained, charged a conspiracy to 
falsely obtain a listing of the stock for the purpose of inducing traders to 
believe that the rules of the exchange had been complied with. There was 
no allegation that the purpose, for which that belief was sought to be pro- 
duced in the minds of traders, was to injure them by inducing them to 
buy shares which were either valueless or, at all events, inferior in value 
to what they appeared to be. Also, the defendants were found not guilty 
upon the last count which averred an intent to defraud the public of 
money. The case would seem to stand for the proposition that although 
the subjective intent toward the public is honest, the false listing is a tam- 
pering with a public market which inevitably harms third persons and is 
therefore criminal.‘ 

It is plain from these cases that the public has an interest in security 
markets which it can protect by proper criminal proceedings. And in 
cases between market manipulators the courts have recognized the free 
and open market concept. Pegging the market during either primary or 
secondary distribution is legal and a contract to effect such a purpose is 
enforceable, provided the price at which the security is pegged is a fair 
price to the public;® but if the price is such that a court will regard it as 
fictitious, a sham and a fraud upon the public, the court will not lend its 
aid to enforcement but will raise the matter of illegality on its own mo- 


57 Sanderson and Levi v. The British Westralian Mines and Share Corporation, 43 Sol. J. 
45 (1898), affd. sub nom. Sanderson and Levi v. British Mercantile Marine & Share Co., Ltd., 
London Times, July 19, 1899, also reprinted in U.S. v. Brown, 5 F. Supp. 81, at p. 90 (1933). 

88 1 Q.B.D. 730 (1876), affd. in 2 Q.B.D. 48 (1876). 

%» “Tt was objected that the Court could not take judicial notice that a non-compliance with 
the rules set out in the count would, if known, depreciate the price of shares . . . . They are 

. . in these days bound to take notice that shares in limited companies are a vendible com- 
modity; and that a purchaser of ordinary intelligence would prefer to purchase shares in a 
limited company which had fulfilled the requirements of rule 128 (the Stock Exchange rule on 
allotments and payment in part of subscription price), rather than in the same company when 
it had not fulfilled those requirements.” Brett, J.A., 2 Q.B.D. 48, 61-62 (1876). 

“That omission (to allege design to injure and deceive purchasers), however, appears to be 
immaterial, if the natural and probable effect of deceiving the committee in the mode alleged 
would be to injure and deceive purchasers.” Amphlett, J. A., 2 Q.B.D. 48, 64-65(1876). 

6° Sanderson and Levi v. The British Westralian Mines and Share Corporation, supra note 
57- 
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tion." A fortiori, contracts for speculative pool operations where the pur- 
pose is solely to mark up or mark down prices to the profit of the contrac- 
tors, being without sufficient economic justification, would be illegal and 
void. 

There are dicta in Scott v. Brown™ that any third person induced to pur- 
chase from the contractors at the unfair price may sue either or all of 
them. But where third persons have sought to hold a market manipulator 
in a tort action for damages sustained, the courts have either refused to 
hurdle the barrier of remote injury, or have been bogged by the tortious 
character of a deceit action or an action in the nature of conspiracy. In 
Bedford v. Bagshaw® the defendant and others forming the board of man- 
agement of a joint stock company, effected a listing on the stock exchange 
of the shares of the company, by falsely representing that two-thirds of 
the scrip had been paid upon. The plaintiff, knowing the requirements of 
the stock exchange, purchased £1 shares on the exchange from third per- 
sons for 1os., thinking that although the company would probably prove 
unsuccessful it would, nevertheless, liquidate at 15s. to his profit. The 
shares turned out to be valueless, and it was held in the Court of Excheq- 
uer that the defendant was liable in an action of deceit to the plaintiff for 
the damages sustained. But Lord Chelmsford expressly overruled this 
case in Peek v. Gurney.®4 Possibly he need not have disturbed that case.® 
It might be argued that the object of the false statement in the Bagshaw 
case was to use the stock exchange as a conduit to give marketability to 
the shares, i.e., the ultimate object was to influence third parties gener- 

6 Scott v. Brown, supra note 56. The action of the brokers in pegging the market was of 
such a character that the Stock Exchange characterized it as disgraceful and dishonorable and 
expelled them from membership. This may only mean that the Exchange felt that it was expe- 


dient to discipline someone in view of the Court’s strong language in Scott v. Brown. See 
Brown v. The Committee of the Stock Exchange, 36 Sol. J. 752 (1892). 

& Supra note 56, at p. 734. 

6 4 H. & N. 538, 157 Eng. Rep. 951 (1859). 

6s L.R. 6 HLL. 377 (1873). Defendants, directors of the A. Co., issued a prospectus contain- 
ing false representations, on which plaintiff relied, purchasing shares. He was not an original 
allottee, however. The A Co. failed and plaintiff was made liable as a contributory. He 
brought a bill in equity seeking indemnity from the estates of the directors. Recovery was de- 
nied on the theory that the action was governed by the same law that would govern an action 
in fraud and deceit; that the false representations were made only to the original allottees—the 
function of the prospectus was fulfilled when the allotment was completed. For Lord Chelms- 
ford’s discussion of Bedford v. Bagshaw, see p. 396 ef seq. 


The English digests cite Bedford v. Bagshaw as overruled. But cf. Berle, Liability for 
Stock Manipulation, 31 Col. L. Rev. 264, 269, n. 9 (1931). 


6s For a statement by Day, J., that he thought the case of Peek v. Gurney might have been 
decided without any reference to Bedford v. Bagshaw see Salaman v. Warner, 64 L.T.R. N.S. 
598, 600 (Q.B.D. 1891). 
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ally to regard the shares as having a certain basis which they did not have, 
while in the Gurney case the ultimate object of the prospectus was at- 
tained when a complete allotment was effected. 

In Salaman v. Warner® the plaintiff, a broker on the London Stock Ex- 
change, sold short shares in a new company promoted by the defendants, 
and through a manipulative corner effected by them was obliged to pay 
prices far in excess of his selling price. The action was to recover the 
damages so sustained. He alleged that the prospectus which the defend- 
ants procured to be issued stated that two-thirds of the shares were bona 
fide offered to the public; that the defendants by false representations 
made to the directors were able to secure allotment of the bulk of the 
shares to their nominees; and then to effect their original plan of making 
large profits from short sellers, the defendants went on and secured a set- 
tling day upon the exchange by making false representations to its govern- 
ing board concerning bona fide allotment; that in reliance upon the above 
statement in the prospectus and in further reliance upon the rule of the 
exchange not to grant a settling day until two-thirds of the shares had been 
bona fide allotted, the plaintiff sold short a large number of shares (after 
defendants had secured false allotments) ; that he was obliged to carry out 
these contracts as a result of the appointment of the settling day, and be- 
cause of the defendants’ manipulations was obliged to pay exaggerated 
prices for the shares. The plaintiff proceeded on two theories: (1) an action 
of deceit which subdivided itself into two heads: first, an allegation of de- 
ceit leading to the contracts which the plaintiff entered into for the sale of 
shares which he did not possess; and secondly, an allegation of deceit 
which embarrassed and injured the plaintiff in the mode in which he car- 
ried those contracts into effect; (2) an action of conspiracy. It was held 
that the statement of claim disclosed no cause of action. Since the plain- 
tiff did not rely upon the prospectus and become an original allottee, he 
could predicate no loss on the false statement concerning the bona fide 
offer to the public,” and there was no reliance upon the false representa- 

% 64 L.T.R. N.S. 598 (Q.B.D. 1891), affd. by the Ct. of Appeal in 65 L.T.R. (N.S.) 132, 
7 T.L.R. 484 (C.A. 1891). 


$7 See the opinion of Day, J., Salaman v. Warner 64 L.T.R. (N.S.) 598, 601 (Q.B.D. 1891), 
where he says: “It [the prospectus] did not lure him to subscribe for shares. It did not deceive 
him as to the merits of the company, for, so far from attaching any importance to the allega- 
tions which no doubt were contained in the prospectus as to the merits of the company, imme- 
diately on its publication, and almost before he had time to read it, he seems to have devoted 
himself to selling speculatively shares in the company.” 

It is very plain from his opinion that he regarded the plaintiff as a speculator trying to re- 
coup his losses from an adversary that had outwitted him. He characterizes the litigants as 
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tions to the directors inducing the allotments, for the plaintiff never 
learned of them until after he had sold short. Conceding all that, the plain- 
tiff, nevertheless, contended that his contracts were only conditional and 
would never have become absolute to his damage had it not been for the 
deceit practiced upon the stock exchange inducing it to fix a settling 
day. The answer, viewing the Bagshaw case as overruled by the Gurney 
case, is that the injury is too remote. The theory of conspiracy was to the 
effect that wherever there is a conspiracy todo an unlawful act followed by 
the execution of an unlawful act, which injures a member of any class of 
the public with intent to injure whom the act was done, then a cause of 
action arises to every person so injured. This contention was disposed of 
by the proposition that a conspiracy in itself does not create a new civil 
right in the plaintiff..° Thus, unless the court was prepared to hold that 
the plaintiff had a right that the defendant should not tamper with a 
national security market, no right had been invaded by the combination 
and there could be no recovery. The court apparently refused to recog- 
nize such a right. Lord Justice Fry said: 


“Tn the case of Barry v. Croskey Lord Hatherley, then Vice-Chancellor, adverting to 
an argument of Mr. Rolt, said: ‘Your argument would show that every person who, in 
consequence of De Berenger’s frauds upon the Stock Exchange, was induced to pur- 
chase stock at an advanced price in reliance upon the false rumour he had circulated 
that peace was concluded was entitled to maintain an action against De Berenger for 
the increase of price. Would not such consequences be too remote to form ground for 
an action?’ Now, it is evident that the Vice-Chancellor meant to say that they were 
too remote, and that Lord Cairns in citing it (in Peek v. Gurney) intended to adopt 
that view, and to hold that they were too remote. But then it is said . . . . that the 
learned Vice-Chancellor’s proposition did not embrace this point, that the persons who 
were supposed to be bringing their actions were persons whom it was the intention of 
De Berenger and his fellow conspirators to injure; but it is obvious that these con- 
spirators intended to injure those who bought from them by the fall of stock which 
would follow the discovery of the falsity of the rumour. The hypothetical plaintiffs re- 
ferred to by the Vice-Chancellor were the persons whom the conspirators must have 
intended to injure, and without an injury to whom no benefit would have resulted to 
themselves. It follows, in my judgment, that it is too large a proposition to say that 


two sets of people endeavoring to overreach one another, and states that the law will not make 
the successful one responsible to the other. But this overlooks the fact that a short seller some- 
times performs a very useful economic function, and though he is a speculator he is entitled to 
trade on an unrigged market. 

*§ Lord Justice Fry’s handling of this contention is rather unsatisfactory. 65 L.T.R. (N.S.) 
132, 135 (C.A. 1891). 

6» Hutchins v. Hutchins, 7 Hill (N.Y.) 104 (Sup. Ct. 1845), reprinted in Bigelow, Law of 
Torts, Leading Cases (1875), 207, and see the note to the case, at 214 ef seg.; Webb, Pollock on 
Torts (1894), 401-402. 
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every person whom conspirators may intend to injure, and who are injured by the con- 
spiracy, has an action against the conspirators.’”’” 

But wherever a plaintiff has been able to bring himself within a con- 
tract or a relationship which the court was willing to treat as a trust he 
has been quite successful. Barry v. Croskey™ presented a factual set-up 
very much like that in the Warner case. The individual defendants were 
directors of the company, the secretary, a promoter, and a stock-jobber. 
Acting in concert they secured allotments to be made to themselves 
through fictitious persons and then entered into contracts of purchase 
from the plaintiff, a stock-jobber, and others similarly situated, through 
the defendant stock-jobber. Then through false representations they ob- 
tained a settling day upon the exchange. The plaintiff, not being able to 
obtain shares on that day, paid a sum to the defendant stock-jobber and 
secured an extension of time to the next regular settling day. Transactions 
resulting in payments and extensions were repeated several times until 
finally the plaintiff paid a certain sum and was released from his contract. 
Later he brought his bill in equity against the various individual defend- 
ants who had acted in concert and against the company whose shares had 
been dealt in, to recover the various sums paid by him to the defendant 
stock-jobber. It was held that his action would lie against all the indi- 
vidual defendants if his bill were amended to show that the various sums 
paid by him were paid before he discovered the manipulation practiced 
upon him. But his bill was dismissed as to the company on the theory 
that he had no contractual relationship with it, and assuming the com- 
pany to be liable to proper parties for the false representations made by its 
directors to the stock exchange which effected the settling day, that the 
plaintiff’s injury was too remote.” But the principle of this case will not be 
applied to the injury of an innocent third party.7? And where the market 

7 An interesting comment by Lord Justice Rigby on Rex v. De Berenger, and on Lord 
Hatherley’s and Lord Justice Fry’s statements is to be found in Andrews v. Mockford, [1896] 
1 Q.B. 372, 384-385, 73 L.T.R. 726, which held defendant promoters liable in deceit to a pur- 
chaser of shares on the Stock Exchange for false statements in the prospectus, coupled with a 
false telegram caused to be published in a financial paper for the purpose of supplementing the 


prospectus, thus inducing the public to buy the remaining shares—the original allotment not 
having been completely successful. 


= 2J.& H. 1, 70 Eng. Rep. 945 (1861). 
” In Salaman v. Warner, supra note 66, decided subsequent to this case, Lord Esher pointed 


out that the plaintiff had no contract to rely on, and so was on the same footing as the plaintiff 
in this case was in regard to the defendant company. 


73 Robertson v. Heffer, 9 T.L.R. 622 (C.A. 1893). A and B were rigging the market; A gave 
a selling order for 5,000 shares to C, an innocent stockbroker. P, a stock-jobber, finding that he 
could effect a sale to one X, a broker, who it transpired was buying for B, purchased from C. 
X became insolvent and unable to complete the transaction with P, who on learning the facts 
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is pegged during the formation of a company with the intent of preventing 
the shares from suffering an undue depreciation below their actual worth, 
the plaintiff may not rescind his allotment contract and recover from one 
of the managing committee the deposits paid.74 There was, however, in 
the case laying down the last proposition no discussion concerning the 
power of the company, through its managing committee, to deal in its own 
stock. This point was raised in a later case."* At common law the cor- 
poration had a very limited right to deal in its own stock,” and in this 
case the company’s charter had not extended that right, but expressly 
prohibited the company from dealing in its own shares. Nevertheless one 
director and a promoter entered into an agreement to rig the market, ap- 
parently for the benefit of the company. The expenses were paid by the 
company. The action was brought by the official liquidator against Mar- 
zetti, a director who was innocent of the whole affair. It is taken for 
granted that had he assented to the payment with knowledge of the facts, 
he would have been liable, and the only dispute was concerning the 
standard of care. While the Court of Appeals refused to hold him to the 
standards of a trustee which had been imposed by the Master of the Rolls, 
nevertheless it held him negligent in approving the payment of some £662 
as a “promotion expense” without investigating, and it brushed aside the 
contention that the stockholders had ratified the action.””7 The doctrine of 
this case was applied at an earlier date to hold not only directors, but a 


brought an action to set aside and rescind the contract with C, and applied for an interim in- 
junction to restrain C, and the London Bank which had loaned A money on the faith of P’s pur- 
chase contract with C, from enforcing the contract. The Court of Appeal dissolved the injunc- 
tion unless P would give security to the Bank, and intimated that the Bank at the trial would 
be in the same position in regard to its claim as if C had obtained the money on the Exchange 
from P and had handed it to the Bank, instead of P’s contract of purchase. P’s contention was 
that the Bank took the assignment of the purchase contract subject to the equities which P had 
against A, the real seller. But the dictum reaches a fair result. By the rules of the Exchange P 
and C contracted as principals, and where C is innocent, on strict legal principles P should not 
be allowed to rescind. And since the Bank is innocent too it should not be enjoined from any 
non-legal attempts to get C to enforce the purchase contract. 
74 Landon v. Beiorley, 10 L.T.R. (N.S.) 505 (1848). 


78 Re Railway and General Light Improvement Co.; Marzetti’s Case, 42 L.T.R. (N.S.) 206 
(1880). 

% See Wormser, Power of a Corporation To Acquire Its Own Stock, 24 Yale L. Jour. 177 
(1915). 

77 “But it cannot be said that the company ratified the payment by passing it unquestioned 
on the balance sheet, unless it appeared there in such a way as to attract the attention of per- 
sons of ordinary care. There must have been direct notice, or sufficient to put a person of 
ordinary care upon inquiry as to the item. The mere statements on the balance sheet in this 
case would not have put such a person upon inquiry so as to lead him to the facts. Therefore I 
think there is no evidence of ratification.” Brett, L. J., 42 L.T.R. (N.S.) 206, 209 (1880). 
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third person. The L Co. was formed to purchase the business of a Paris 
concern. It became necessary to secure an allotment of 40,000 shares 
with £200,000 paid upon them. To effect this the A Co. controlled by cer- 
tain of the promoters of the L Co. subscribed for that number of shares 
and in order to make the requisite payment gave to the National Bank its 
bills for discount totaling £230,000; these were guaranteed by the L Co., 
it agreeing with the Bank that as the A Co. made payment to the L Co., 
such payments would be kept on deposit with the Bank until the A Co’s. 
bills had been paid. To procure a settling-day on the stock exchange, the 
bank certified that the £230,000 had been deposited with it in payment of 
shares. The L Co. was prohibited from purchasing its own shares by its 
articles of association. After a winding-up order, a shareholder in the 
L Co., who was subject to contributions for payments of indebtedness of 
the company, brought a stockholders’ bill against the directors and the 
Bank. Vice-Chancellor Malins assumed that the £230,000 became the 
money of the L Co., apparently on the theory that the Bank would be 
estopped to deny the fact represented by it, that the directors of the 
L Co. had acted wlira vires in applying the funds in repaying the money so 
advanced by the Bank, and that the Bank having been participators in the 
breach of trust, must refund the amount.” A later case’? identical with 
the earlier one, save that a settling day was never granted, refused to hold 
the Bank on the theory that the shareholders had not been injured by the 
scheme which had miscarried.* It was on this ground that the court 
chiefly relied to distinguish the cases. “There can be little doubt that the 
result of the settling day being granted was that many transfers of shares 
were carried out and new shareholders put on the register, so that in all 
probability the constitution of the company, as regards its individual 
members, was materially altered. It may well be that in that state of 
things—the statement of the National Bank (as to L Co.’s balance) hav- 
ing been so acted on as to affect the constitution of the company, and to 
make persons liable as contributories who would not otherwise have been 
so liable—the statement became binding on the National Bank, so that 
they could not be allowed to set up the argument that they had not really 
received money for Laffitte & Co. [L Co.] for which they were account- 
able.” It was clear that the shareholders of the new company in this last 
case had not been prejudiced by the abortive scheme, and the court did not 
wish to penalize the shareholders of the Bank for the attempted fraud of 
78 Gray v. Lewis, L.R. 8 Eq. 526 (1869). 
7” The British and American Telegraph Co. v. The Albion Bank, L.R. 7 Ex. 119 (1872). 


8e There was the further difference that the action was brought at law by the company in- 
stead of in equity by a shareholder, but this would seem to be inconsequential. 
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its manager. So these two cases seem to come to this: if a bank makes a 
false statement which effects the listing of a company it will be held to 
that statement in a stockholders’ suit or a suit by the company, unless 
the Bank can show that the only stockholders are those who were such 
before it made the false statement, and hence no injury has resulted. 
The teaching of the English cases seems to indicate that the free and 
open public market concept has been recognized and acted upon in crim- 
inal cases; in civil suits between market manipulators a high standard has 
been set with the view to protect the public from fraudulent practices; in 
civil litigation between third persons and market manipulators the former 
have prevailed if a contract or breach of trust could be worked out, but 
have failed where the concepts of deceit and conspiracy were resorted to. 
If in the latter type of case the concept of, and the need for recognition of, 
a right to a free and open market had been pressed upon the court it is 
conceivable that a different result would have been reached.* 


AMERICAN CASES 


We shall be interested in criminal cases only in so far as they bear upon 
the free and open market concept. In New York, wherein are located the 
chief security markets, a conspiracy similar to the De Berenger combina- 
tion,*? and the manipulation of security prices by fictitious transactions™ 


& But it should be recognized that the language of Vice-Chancellor Malins in Barry v. 
Croskey, 2 J. & H. 1, 70 Eng. Rep. 9-15 (1861) adopted by Lord Cairns (in Peek v. Gurney, 
L.R. 6 H.L. 377 (1873) and quoted with approval by Lord Justice Fry (in Salaman v. Warner, 
64 L.T.R. (N.S.) 598 (Q.B. 1891) is to the effect that the injury to such third persons is too 
remote. 


® New York Stock Exchange, the big board, and the New York Curb. Stocks are also 
traded in on the New York Produce Exchange. 


3 People v. Goslin, 67 App. Div. 16, 73 N.Y. Supp. 520 (rst Dept. 1901), affd. in memo 
opinion 171 N.Y. 627, 63 N.E. 1120 (1902). 


84 People v. Farson, 244 N.Y. 413, 155 N.E. 724 (1927). For proceedings in the lower court 
see 123 Misc. 351, 205 N.Y. Supp. 855 (Gen. Sess. 1924). There was an intimation in the latter 
opinion that one engaging in fictitious security transactions knowing that quotations would be 
published in the newspapers could be prosecuted under § 951 of the N.Y. Penal Code (New 
York Cahill’s Consolidated Law [1930] c. 41 § 951) making it a felony to report or publish 
fictitious transactions in securities. People v. Foster, 220 App. Div. 462, 221 N.Y. Supp. 545 
(1st Dept. 1927) (two judges dissenting) is a holding to the contrary on that proposition. 

§ 953 of the New York Penal Code does not seem broad enough to cover operations by a 
pool which makes actual purchases and sales, though the intent is to give a fictitious price to a 
security. 

§ 952 penalizes the making of a false statement or advertisement as to securities; and § 954 
condemns trading by brokers against customers’ orders. For cases under the latter section see 
People v. Ruskay, 243 N.Y. 58, 152 N. E. 464 (1926); People v. MacMasters, 246 N.Y. 592, 
159 N.E. 664 (1927); People v. Hardos, 215 App. Div. 710, 212 N.Y. Supp. 892 (1st Dept. 1925), 
affd. without opinion, 243 N.Y. 584,"154 N.E. 615 (1926). 
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has been punished.** For sometime the federal statutes which make it a 
crime to use the mails to defraud,” or conspire to commit an offense 
against the United States*’ have been utilized in punishing fraudulent 


sales of securities,** and recently have been effectively turned against 
market manipulation. 


8s In addition to New York, the following states, wherein are situated the indicated ex- 
changes, have statutes which cover in some degree the field covered by the New York penal 
statutes. 

California: (Los Angeles Stock Exchange, San Francisco Stock Exchange). Deering, 
Penal Code of California (1931), § 395 makes it a misdemeanor to make or publish a false rumor 
or statement with intent to affect the market price; § 654a, amended by c. 952, Laws of 1933, 
prohibits false advertising. 

Illinois: (Chicago Board of Trade, Chicago Curb Exchange, Chicago Stock Exchange). 
Smith-Hurd, Ill. Rev. Stats. (1933), c. 38, § 249 prohibits fraudulent advertising. 

Louisiana: (New Orleans Stock Exchange). Dart, La. Code of Cr. Procedure (1932), 
§ 966 prohibits dishonest or misleading advertising. 

Massachusetts: (Boston Curb Exchange, Boston Stock Exchange). Ann. Laws of Mass. 
(1921), pt. IV, Criminal Law, c. 266, § 91, prohibits untrue and misleading advertisements; 
§ 92 prohibits publishing of false or exaggerated statements. 

Michigan: (Detroit Stock Exchange). Comp. Laws of Mich. (1929), § 16990 condemns 
false and deceptive advertising. 

Missouri: (Board of Trade of Kansas City, Mo., St. Louis Stock Exchange). Mo. Stats. 
Ann. (1932), IV, § 4308, misleading or deceptive advertising made a misdemeanor. 

Ohio: (Cincinnati Stock Exchange). Page, Ann. Ohio General Code (1926), § 13193-2 pro- 
hibits fraudulent advertising; § 13108-3 prohibits reporting false transactions; § 13108—4 pro- 
hibits false statements of value of stocks or of the financial condition of a company; § 13108-5 
prohibits delivering a false note of purchase or sale by broker or employee. 

Pennsylvania: (Philadelphia Stock Exchange, Pittsburgh Stock Exchange). Purdon, 18 
Penna. Stats. Ann. (1930) (Vol. 18), §§ 2321, 2324 prohibit false and misleading advertising; 
§ 2451 on criminal conspiracy is broad enough to cover fictitious stock juggling. 

District of Columbia: (Washington Stock Exchange). Code of Dist. of Col. (1929), § 265 
prohibits fraudulent advertising. 

No account is taken of statutes relative to gambling in stocks (see note, 45 Harv. L. Rev. 
912 (1932); nor of state blue sky laws; nor of the Federal Securities Act. The gambling statutes 
would not seem to affect normal transactions on legitimate exchanges; and security acts are 
designed to regulate the flotation of securities, rather than the manipulation of the markets. 


8% 35 Stat. 1130 (1909), 18 U.S.C.A. § 338 (1927). 
87 35 Stat. 1096 (1909), 18 U.S.C.A. § 88 (1927). 


88 Pandolfo v. U.S., 286 Fed. 8 (C.C.A. 7th 1922), cert. den. 261 U.S. 621 (1923). Defendant 
used the mails, falsely advertising concerning the plan of organization of the Pan Motor Co., 
assets, resources, business progress, good will, and financial standing; procured touting and 
circulated the articles as though written and published by disinterested parties. This case is 
representative of an all too frequent type of promotion which can be punished if there is an 
attempt to use the mails. The fact that the defendants entertained the confident hope of ulti- 
mately bringing the enterprise to a state where all investments therein would prove profitable 
is unavailing, Moore v. U.S., 2 F.(2d) 839 (C.C.A. 7th 1924), cert. den. 267 U.S. 599 (1925). 
The indictment need not allege that the stock was lacking in value to such an extent as to de- 
fraud those who paid the price. Kellogg v. U.S., 126 Fed. 323 (C.C.A. 2d 1903); U.S. v. 
Palmieri, 169 Fed. 490 (C.C.S.D. N.Y. 1909); a contra holding by the 7th Circuit in Miller v. 
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In Harris v. U.S.,*® the Circuit Court of Appeals for the ninth circuit af- 
firmed a conviction under an indictment the gist of which was a manipu- 
lation of stock prices on the San Francisco and Spokane Stock Ex- 
changes, the circulation of reports of these false transactions, and a 
scheme to hold up delivery of stock sold so that it would not come on the 
market at the manipulated prices. A similar situation was presented in 
U.S. v. Brown® with a similar result. Judge Woolsey, in the latter case, 
referred to the effect of the pool operations as the creation of ‘“‘a kind of 
price mirage which may lure an outsider into the market to his damage.” 
His theory is that the public is entitled to rely upon the quoted price as 
representing the “true chancering of the market” effected by “‘a series of 
actual sales between various persons dealing at arm’s length in a free and 
open market.”” After dealing at length with Scott v. Brown® and the 
case of Sanderson and Levi,4 he comments: 


It seems to me that the teaching of these cases is that, where two or more persons 
engaged in a so-called pool operation on a stock exchange in respect of a stock, it is 
only by scrupulously maintained honesty of dealing, such as the court found to be the 
fact in the Sanderson and Levi case, that they may escape condemnation as a fraudu- 
lent conspiracy. The slightest step over the line of absolute fair dealing takes them 
into a zone of condemnation by the courts, and the doctrine applicable to each member 
of the pool is the new maxim—caveat venditor.9%s 


In both of those cases, it will be remembered, there were actual purchases 
with no resort to wash sales or touting. In the Sanderson and Levi case 
where the court found the price to be fair the pool operations were sus- 
tained; in the other where the price was found to be unfair they were 
roundly condemned. So it would seem that the reasoning of this case con- 
demns amy and all pool operations which effect a price a court using hind- 
sight will conclude was not a fair one. The seller, indeed, must beware if 
he sees fit to enter into a combination. 


U.S., 174 Fed. 35 (C.C.A. 7th 1909) was explained by the same circuit, in Moore v. U.S., supra, 
to be due to the form of the statute then prevailing, so there is no conflict now between these 
circuits. And the statute has been given a liberal construction. See Noyes, J., in Wilson v. U.S., 
190 Fed. 427, 433 (C.C.A. 2d 1911). 

89 48 F. (2d) 771 (C.C.A. oth 1931). 

9 5 F. Supp. 81 (D.C.S.D. N.Y. 1933), noted in 34 Col. L. Rev. 500 (1934); 82 Univ. Pa. L. 
Rev. 541 (1934). Indictment charged defendants with running a pool in Manhattan Electric to 
artificially raise the price without regard to the real value to let them unload; that wash sales 
and touting were used. A demurrer was overruled. 

* 5 F. Supp. 81, 93 (D.C.S.D. N.Y. 1933). 

#5 F. Supp. 81, 85 (D.C.S.D. N.Y. 1933). 

% Supra note 56. 


% Supra note 57. 98 Supra note go (italics ours). 
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Exchanges have the opportunity and the power to assist in raising the 
standards of trading. They may enact such by-laws and rules as the mem- 
bers deem advisable, subject of course to the general restriction that they 
be not contrary to law or to public policy, and, if the exchange is incor- 
porated, that they be within the charter.% And where members have been 
suspended or expelled, the courts have refused to disturb the action of the 
exchange, where it had jurisdiction of the subject-matter and of the 
alleged offender, proceeded regularly under the rules provided for its guid- 
ance, and there was evidence to support its decision.” 

The question for the court is not whether, passing upon the evidence as res nova, it 
would have reached the same conclusion as that of the board of managers, or whether 
the conclusion was reasonable or unreasonable, but simply and wholly whether the case 


was so bare of evidence to sustain the decision that no honest mind could reach the 


conclusion that the relator’s conduct was “inconsistent with just and equitable princi- 
ples of trade.”’* 


And the burden of showing lack of evidence is upon the one who assails 
the decision.” With such power of an exchange in mind it is interesting 
to note a step recently taken by the New York Stock Exchange. By rule 
adopted Feb. 13, 1934 it prohibits members from directly or indirectly 
participating in, having an interest in the profits of, or knowingly managing 
or financing a manipulative operation. It defines a manipulative opera- 


tion as any pool or joint account, whether in corporate form or otherwise, 
organized or used intentionally for the purpose of unfairly influencing the 
market price of any security by means of options or otherwise and for 
the purpose of making a profit thereby.*”° It seems to have adopted the 


% Meyer, The Law of Stock Brokers and Stock Exchanges (1931), 79-86. 

97 People ex rel. Johnson v. N.Y. Produce Exchange, 149 N.Y. 401, 44 N.E. 84 (1896) (ex- 
pulsion of member for fraudulent breach of contract sustained); in re Haebler v. N.Y. Produce 
Exchange, 149 N.Y. 414, 44 N.E. 87 (1896) (similar case and similar result); Belton v. Hatch, 
109 N.Y. 593, 17 N.E. 225 (1888) (expulsion of member for doing business in a reckless and 
unbusinesslike manner sustained) ; Young v. Eames, 78 App. Div. 229, 79 N.Y. Supp. 1068 (1st 
Dept. 1903), affd. 181 N.Y. 542, 73 N.E. 1134 (1905) without opinion (expulsion of member for 
trading against customer’s order sustained). 

98 Andrews, Ch. J., in People ex rel. Johnson v. N.Y. Produce Exchange, note 97, at p. 414. 

99 Young v. Eames, supra note 97. 


10° Rules of the New York Stock Exchange, c. XIV, § 15. An earlier rule adopted Aug. 2, 
1933, c. XV, § 6 merely required members to report their interest in pool operations; the Com- 
mittee on Business Conduct could then disapprove. 

Art. XVII, § 4 of the Constitution of the New York Stock Exchange subjects a member to 
disciplinary proceedings for purchasing or selling for the purpose of upsetting the equilibrium 
of the market and bringing about a condition of demoralization in which prices will not fairly 
reflect market values. 

Just prior to the rule of Aug. 2, 1933 a pool was run in American Commercial Alcohol in 
which the Exchange seems to have been deceived. An inactive stock selling around $6 in Feb., 
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rationale of U.S. v. Brown, and placed upon the shoulders of its adminis- 
trative authorities the burden of determining whether this is to be all or 
nothing in the way of wise regulation. Too much, however, should not be 
expected from the Exchange itself, because of its limited control over non- 
members. Steps taken along another line, seemingly for the interest of the 
public, have been thwarted by non-members.’” 

Where a contest has arisen between market manipulators, a certain 
divergence from the English law is to be noted. In the extreme case of the 
corner, the contract between the manipulators has been held to be illegal 
and unenforceable, *°3 and also where the contract was to effect fictitious 
transactions.*** And for reasons of public policy a contract for touting is 
not actionable." With Scott v. Brown’ in mind, it seems fairly clear that 
the English courts would have reached the same results thus far. But 
where the contract or the pool operations have not involved any of the 
foregoing elements American courts, unlike the English court in the 
Scott v. Brown case, have not raised the matter of illegality.*°? And where 


1932 was raised to a peak of $89} on July 18, 1933 and subsided to around $30 after the pool got 
out. One operator made around $138,000 between May and July, 1933, besides brokerage fees 
of approximately $2.50 for each 100 shares sold. Vol. 78, Cong. Rec. 8406-8410 (1934). 


tot Supra note go. 


12 Pirnie Simons & Co. v. Whitney, 144 Misc. 812, 259 N.Y. Supp. 193 (1932), noted in 
32 Col. L. Rev. 1253 (1932), and discussed infra pp. 74-75. 


703 Sampson v. Shaw, ror Mass. 145 (1869). A corner in stocks, while less reprehensible 
than a corner in necessities of life, involves the same type of action: a purchase of more than the 
available supply with the intent to force a settlement from the shorts at the purchaser’s figure; 
and the legal principles which condemn the one should condemn the other. The destruction of 
the liquidity of the market early led the New York Stock Exchange to set up provisions where- 
by corners could be broken. Constitution of the N.Y. Stock Exchange, art. III, § 7. For cases 
holding corners in commodities illegal see In re Chandler, Fed. Cas. No. 2, 590 (D.C. N.D. Ill. 
1874); Lane v. Leiter, 237 Fed. 149 (C.C.A. 7th 1916); Foss v. Cummings, 149 Ill. 353, 36 N.E. 
553 (1894); Raymond v. Leavitt, 46 Mich. 447, 9 N.W. 525 (1881). In the Lane and Foss 
cases the court could rely on a state statute, but in each case the court denounced the corner 
as void at common law. 


4 Livermore v. Bushnell, 5 Hun. (N.Y.) 285 (1st Dept. 1875). 


5 Ridgely v. Keene, 134 App. Div. 647, 119 N.Y. Supp. 451 (2d Dept. 1909). P held him- 
self out to his clientéle as an impartial, experienced financial adviser. Despite this, he entered 
into a contract with D to bull the market for a stock in which D was operating a pool. The 
court speaks of P’s relation with his clients as one of confidence and trust, and that the law be- 
cause of that relationship would not permit him to assume conflicting obligations. In view of 
the language, could a client have recovered damages of P, on the theory of a breach of trust? 


16 Supra note 56. 


7 Gates v. Megargel, 266 Fed. 811 (C.C.A. 2d 1920), cert. den. 254 U.S. 639 (1920) (here 
the pool manager was made to account in a fiduciary capacity toward the syndicate members; 
to have held otherwise would have placed a premium on gross conduct); in re Lathrop, Has- 





7° THE UNIVERSITY OF CHICAGO LAW REVIEW 


the question was raised for the first time on appeal the court refused to 
consider the matter at length." Where it has been squarely raised the 
court in one case concluded the pool agreement to sell short was a gam- 
bling transaction and illegal,*°® but allowed the plaintiff to recover his 
share of the profits." Another case™ upheld an agreement to keep stock 
owned by the contracting parties off the market so that it would not come 
in competition with treasury stock being sold by the company which they 
had promoted. The agreement was attacked as being a restraint both of 
alienation and of trade. There are many factual differences between this 
sort of an arrangement and pegging the market during security distribu- 
tion, but the end to be attained by each is similar: an orderly course of 
action, designed to prevent the market from becoming unduly depressed 
to the injury of the company. But where the agreement did not stem 
from a common interest the contract was held to violate the state anti- 
trust statute." 

The American cases involving litigation between third persons and 
market manipulators are perhaps more interesting for suggested lines of 
attack than for results reached. An early lower New York court case™ 
denied recovery in an action of deceit to a purchaser who had relied on the 
market quotation, falsely effected by the defendant through wash sales." 


kins & Co., 216 Fed. 102 (C.C.A. 2d 1914), appeal dismissed for want of jurisdiction sub nom. 
Hotchkiss v. Ernest, 235 U.S. 684 (1914) (the notorious Hocking Pool was involved); Marston 
v. Gould, 69 N.Y. 220 (1877); Ridgely v. Taylor & Co., 107 App. Div. 265, 94 N.Y. Supp. 
1089 (Dept. 1905), 118 App. Div. 10, 103 N.Y. Supp. 262 (2d Dept. 1907), 126 App. Div. 303, 
110 N.Y. Supp. 665 (2d Dept. 1908); Burleigh v. Bevin, 22 Mis:>. 38, 48 N.Y. Supp. 120 (Sup. 
Ct. 1897); Boody v. Drew, 2 T. & C. 69 (N.Y. Supp. Ct., 1st Dept. 1873); McMillan v. Whit- 
ley, 38 Utah 452, 113 Pac. 1026 (1911). 

18 Quincey v. White, 63 N.Y. 370 (1875). 

9 Defendant, manager of the venture, sold the shares short through his broker in New 
York. If this were done on a legitimate exchange, it would s:em that there was a valid con- 
tract. Chicago Board of Trade v. Christie Grain & Stock Co., 198 U.S. 236 (1905); U.S. v. 
N.Y. Coffee & Sugar Exchange, Inc., 263 U.S. 611 (1924); Winslow v. Kaiser, 313 Pa. 577, 
170 Atl. 135 (1934); Meyer, The Law of Stock Brokers and Stock Exchanges (1931), 216-231; 
but cf. Weld v. Postal Telegraph-Cable Co., 199 N.Y. 88, 92 N.E. 415 (1910); note, 45 Harv. 
L. Rev. 912 (1932). 

10 Wann v. Kelly, 5 Fed. 584 (C.C. Minn. 1881). See Meyer, supra 109, 240-241, note 42, 
to the effect that a pool as such is not illegal. 


1 Williams v. Montgomery, 148 N.Y. 519, 43 N.E. 57 (1896). 
™ Pound v. Lawrence, 233 S.W. 359 (Tex. Civ. App. 1921). 


"3 McGlynn v. Seymour, 14 Daly 420 (N.Y. Com. Pl. 1888); contra dictum in Brown v. 
Werblin, 138 Misc. 29, 244 N.Y. Supp. 209 (Sup. Ct. 1930). 

«4 “A wash sale is at most an affirmation that the buyer is paying a certain price for a cer- 
tain lot of stock They [wash sales] are at most false affirmations of an opinion as to 
value.” McGlynn v. Seymour, 14 Daly (N.Y.) 420, 422, 423 (Com. Pl. 1888). 
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But the reasoning, not the decision, has been overruled by the Court of 
Appeals of New York which has held that an affirmation of price paid is 
one of fact and not opinion.’ Had the court in the first case placed its de- 
cision on the ground that the injury from the wash sales was too remote, 
it would have been on firmer ground.”® But in a somewhat analogous 
situation recovery has been allowed. Defendant, owner of a leasehold in- 
terest about to be forfeited for rent past due, conveyed to X for a consid- 
eration stated in the deed to be $100,000; X conveyed to M, the deed also 
reciting a consideration of $100,000. M then gave a trust deed to a title 
and trust company to secure the issue of $75,000 of notes. The transac- 
tions between D, X, and M were wholly fictitious. There was one other 
element of fraud: the trust deed was drawn in such a manner that it ap- 
peared to be made upon the entire premises instead of merely on the lease- 
hold. Plaintiff seeing the abstract of title was led to believe that $100,000 
had been the recent purchase price and that M had paid $25,000 thereon. 
Thereupon she purchased $4,000 of the issued notes to her damage. It was 
held that the complaint stated a cause of action in deceit."” The mislead- 
ing nature of the trust deed prevents the case from being a square author- 
ity for the proposition that third persons generally may rely on prices 
which are quoted for them to rely upon, and recover if damage is sus- 
tained. But even if the action of deceit for wash sales is allowed, probably 
it does not afford protection to the great bulk of purchasers where such 
fictitious transactions are used only intermittently—to spur up the mar- 
ket when it lags; for although the end sought may be thus attained by the 
manipulators, yet the last quotations upon which purchasers relied may 
have been genuine. Protection here would be afforded only by the recog- 
nition of the free and open market concept which would afford recovery if 
the wash sales were a substantial factor in producing the artificial price. 
A case which has probably gone as far as any common law case in recog- 
nizing this concept is McElroy v. Harnack.“* The defendant brokers with 


"5 Fairchild v. McMahon, 139 N.Y. 290, 34 N.E. 779 (1893); Miller v. Barber, 66 N.Y. 558 
(1876); accord Thompson v. Koewing, 79 N.J.L. 246, 75 Atl. 752 (1910). 


16 See the statement of Lord Hatherely concerning the false rumors of De Berenger, supra 
p. 61. 


"7 Leonard v. Springer, 197 Ill. 532, 64 N.E. 299 (1902). 


18 213 Pa. 444, 63 Atl. 127 (1906). The open market concept seems to have been recognized 
in Singleton v. Harriman, 272 N.Y. Supp. 905 (Sup. Ct. 1933) when P was permitted recovery 
of damages sustained in purchasing stock upon representations concerning bid and asked 
prices. Instead of a bona fide market for the stock the price was artificially maintained and 
known so to be by defendants. On the measure of damages see Hotaling v. A.B. Leach & 
Co., Inc., 247 N.Y. 84, 159 N.E. 870, 57 A.L.R. 1136 (1928). 
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one of the other defendants organized a corporation, issued bonds of the 
company in an amount thirty times the value of its property, and the 
brokers by fictitious and a few actual sales on the stock exchange gave the 
bonds a high market value, and thus enabled the other two defendants to 
borrow money from the plaintiff, with the bonds as collateral. It was held 
that the brokers were liable to the plaintiff for the loss occasioned by the 
inflated collateral in an action of trespass for conspiracy. Since conspiracy 
of and in itself did not give rise to a cause of action at common law,” the 
case would seem to be a recognition of the right to a free and open market, 
which may be invoked by anyone injured by its invasion. A subsequent 
case in the same state would seem to qualify this, however, to the extent 
that a combination of two or more persons must be proved to maintain 
the action.’”° 

Rescission is a possibility, of course, if the purchaser can show that his 
vendor has rigged the market, but a case involving a vendee who knew 
that his vendor was so engaged denied relief." And the profits of a pool 
have been held not a trust fund for injured purchasers in an action brought 
by an individual.” 

As the pool in the last case operated in New York, an interesting ques- 
tion would have arisen had the Attorney-General brought the action 
under the Martin Act’? asking for a receiver for the pool profits and such 
other property, if any, with which they had been commingled for the 
benefit of all intervening persons who could show injury. No sound reason 
is perceived why this could not be done. The Court of Appeals has termed 
the statute remedial, and said that “In a broad sense the term (fraud) in- 
cludes all deceitful practices contrary to the plain rules of common hon- 


"19 Supra note 69. 


10 Ballantine v. Cummings, 220 Pa. 621, 70 Atl. 546 (1908) (failure to prove the unlawful 
combination defeats the right to recover in an action of conspiracy); but cf. Van Gilder 
v. Bower, 314 Pa. 327, 330, 171 Atl. 600 (1934). 


21 In re B. Solomon & Co., 268 Fed. 108 (C.C.A. 2d 1920). 


™ Brown v. Werblin, 138 Misc. 29, 244 N.Y. Supp. 209 (Sup. Ct. 1930). Plaintiff alleged 
that defendants formed a pool in Advance-Rumely stock, used wash sales and tipsters’ sheets; 
that in reliance upon such false information she and many others were injured, and that she 
brings her action in her own behalf and in behalf of others similarly situated. The court dis- 
missed the action, stating that plaintiff had an adequate remedy at law; that there was no 
trust relationship between plaintiff and the pool operators; that there was no community of 
right or interest in the subject-matter of the action permitting plaintiff to bring a representa- 
tive suit. 


3 New York Cahill’s Consolidated Laws (1930), c. 21 §§ 352, 350-2. 
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esty.”"4 In People v. Rice’ an action by the Attorney-General restraining 
the defendant from engaging in rigging the market was sustained. Re- 
ceivers have been appointed of property acquired from the sale of se- 
curities effected by false representations,” and by a brokerage firm after 
becoming insolvent.”7 So the natural conclusion would seem to be that a 
receiver could be appointed of the profits resulting from a pool which was 
charged with the same sort of deceitful practices engaged in by Rice. And 
if the New York courts should entertain the same opinion toward pool 
operations as entertained by Judge Woolsey in U.S. v. Brown,” it would 
seem that if the price effected or about to be effected by the pool was or 
would be unfair, the pool could be enjoined from operating and a receiver 
appointed of any property accruing from such operations. 

Another line of attack suggested by cases would be a suit against pool 
operators under the state or federal anti-trust statutes, whichever might 
be applicable to the situation. Both American and English law have set 
up freedom of competition as the governing standard in business, but have 
employed opposite methods to effect that goal.”® The English law in gen- 
eral has relied upon freedom of action to effect the desideratum,**° but be- 
ginning in 1887 with the Kansas statute forbidding monopolies in grain, 

4 People v. Federated Radio Corporation, 244 N.Y. 33, 37, 154 N.E. 655 (1926) scienter is 
not an element of the “fraud” which the statute was aimed at. To the same effect on the matter 
of scienter see People v. Ruocco, 137 Misc. 400, 242 N.Y. Supp. 41 (1930); People v. Latta, 137 
Misc. 208, 244 N.Y. Supp. 487 (1930). 

“The statute is remedial in its nature, and was passed to protect the inexperienced, confid- 
ing and credulous investor, and save him from his own foolish cupidity. It should, therefore, be 
liberally and sympathetically construed in order that its beneficent purpose may, so far as 
possible, be attained.”” Edgcomb, J., in People v. F. H. Smith Co., 230 App. Div. 268, 260, 
243 N.Y. Supp. 446 (1930). 

"8 221 App. Div. 443, 223 N.Y. Supp. 566 (1st Dept. 1927). Acquiring an option on stock 
at 1o¢ a share, the defendant touted it in a supposedly impartial financial magazine edited by 
himself, washed the stock on the Boston Curb, and disposed of it at prices ranging from soc to 
go¢ per share. The opinion does not discuss the matter of a receiver. 

For an action under the New Jersey Blue Sky Law where the defendants operated similarly 
to Rice see Stevens v. Wallace, 106 N.J. Eq. 352, 150 Atl. 835 (1930). Defendants were en- 
joined and a receiver appointed. The court summarily dismissed the objection that no persons 


residing within New Jersey had been wronged, and refused to even consider the contention 
that the act was unconstitutional. 


6 People v. Royal Development Co., 239 App. Div. 518, 268 N.Y. Supp. 98 (4th Dept. 
1933). 

"7 Cruse, as Receiver v. Rounds, 235 App. Div. 894, 258 N.Y. Supp. 387 (4th Dept. 1932). 

28 Supra note go. 

9 Cf. on almost identical facts Thomsen v. Cayser, 243 U.S. 66 (1917) with Mogul Steam- 
ship Co., Ltd. v. McGregor, Gow & Co., [1892] A.C. 25. 

"3° The Anti-Trust Law of the British Commor wealth of Nations, 32 Col. L. Rev. 324 (1932). 





74 THE UNIVERSITY OF CHICAGO LAW REVIEW 


state anti-trust legislation has been piling up until only a few states re- 
main without laws relating to monopolies and restraints of competition or 
trade.*** Some states have taken the Sherman Act'* as a model, while 
others single out particular industrial or agricultural products for special 
protection; and the penalties or relief afforded to injured third parties are 
as varied in character as the statutes."*3 For our purposes it will suffice to 
note that the language of the New York anti-trust act is extremely 
broad,"*4 and that third parties may seek redress against those violating 
the statute."*> And it has been recently invoked by a third person to nulli- 
fy a resolution of the New York Stock Exchange which sought to fix a 
maximum charge for brokerage services in connection with the retailing of 
securities in packages."** The facts were these: The plaintiff bought blocks 
of securities through members of the exchange, and then arranged and re- 
tailed them in packages containing one share of twenty-five or fifty differ- 
ent stocks; the price charged was based on the closing market asked price, 
plus a brokerage charge figured on the basis of buying the stocks in odd 
lots, which the plaintiff’s circulars tended to conceal, although this could 
have been discovered by reference to the daily newspaper quotations. 
Some of the packages contained a few high priced stocks, but all con- 
tained a great number of low priced speculative stocks. After an investi- 
gation of this and similar plans the Exchange passed a resolution forbid- 
ding its members to furnish securities in connection with such schemes. 
13t A Collection and Survey of State Anti-Trust Laws, 32 Col. L. Rev. 347 (1932). 


132 26 Stat. 209 (1890), r5 U.S.C.A. §§ 1-3 (1927). 
133 Supra note 131. 


34 New York Cahill’s Consolidated Laws (1930), c. 21, § 340. In People v. Epstean, 102 
Misc. 476, 170 N.Y. Supp. 68 (Sup. Ct. 1918), affd. 190 App. Div. 899, 179 N.Y. Supp. 941 
(1st Dept. 1919), photo-engravings were held outside the scope of the act then in effect because 
not a “commodity of common use.” The law was amended to include “any article or product” 
used in the “conduct of trade, commerce, or manufacturing,” and photo-engravings are now 
within the statutory ban. Standard Engraving Co. v. Voltz, 200 App. Div. 758, 193 N.Y. 
Supp. 931 (1st Dept. 1922). And a completed building foundation has been regarded as a com- 
modity within the act. People v. Amanna, 203 App. Div. 548, 196 N.Y. Supp. 606 (1st Dept. 
1922). 

135 Straus v. American Publishers’ Association, 177 N.Y. 473, 69 N.E. 1107 (1904) (allowing 
an action of injunction and damages against a combination of book publishers fixing price as to 
uncopyrighted, but not as to copyrighted books; for subsequent phases of this litigation see 
193 N.Y. 496, 86 N.E. 525 (1908), 199 N.Y. 548, 93 N.E. 1133 (1911) reversed in 231 U.S. 222, 
34 Sup. Ct. 84 (1913) on the ground that the agreement as to copyrighted books was within the 
denunciation of the Sherman Act); Gerseta Corporation v. Silk Association of America, 220 
App. Div. 302 (1st Dept. 1927) (action for damages for wrongful expulsion from defendant 
association and resultant boycott); Rourke v. Elk Drug Co., 75 App. Div. 145, 77 N.Y. Supp. 
373 (1902) (action for damages for trade libel, intimidation, and business interference). 


13 Pirnie Simons & Co. v. Whitney, 144 Misc. 812, 259 N.Y. Supp. 193 (1932), noted in 32 
Col. L. Rev. 1253 (1932). 
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Its stated objection was that grave abuses had arisen in the fixed invest- 
ment trusts, one of which was an excessive charge for services rendered; 
that these so-called unit or group plans were, in many instances, similar to 
the fixed trusts and subject to the same abuses. For instance, in the case 
of low priced shares the plaintiff’s service charge was so high that the pur- 
chaser would suffer a loss unless there was an increase of more than 80 per 
cent in the market price: the plaintiff’s No. 1 package, the largest selling 
portfolio, containing twenty-five nonpaying dividend stocks, was being 
sold to the public at a charge of some $42 over the quoted market price of 
approximately $100. And the scheme was unusually wasteful both from 
the standpoint of the purchaser and the corporations of which he became 
a shareholder.'3? The resolution did, however, permit connection with any 
plans which substantially corresponded to one outlined by the Exchange, 
the features of which offered diversification, eliminated undue speculation 
and economic waste, and reduced the service charge to the purchaser to a 
maximum of ten per cent. If we concede the plaintiff’s contention that its 
unit plan distributed stock so widely that manipulation and short selling 
would be made more difficult, and that the Exchange’s motive was to pro- 
tect its odd lot members, the fact remains that the resolution afforded 
protection to the public against predatory practices and was economically 
expedient.'** If this type of indirect price-fixing may be attacked under 


the New York anti-trust law why may not the more direct price-fixing of 
pool operations be attacked? 

An interesting outgrowth of the resolution taken by the Exchange is a 
suit in federal court against it and its governing committee for treble 
damages under the Sherman Act." And this suggests that pool manipu- 
lation effected by a combination might be subject to attack under the fed- 
eral anti-trust statutes. Any pool, speculative, stabilization or distribu- 


137 If the holder of a single certificate should die the cost of securing the necessary approval 
of tax authorities to the transfer of the certificate, costs of filing a certified copy of the will and 
proof of appointment of executors or administrators with the transfer agent would far exceed 
the value of a low-priced stock—the type of stock which predominated in all of plaintiff’s port- 
folios. And the cost to a corporation for issuing a certificate, in excess of 50¢, was obviously 
economically unsound where the stock was selling around $1 or $2. Expense of making divi- 
dend payments and giving notices of stockholders’ meetings would also be greatly enhanced if 
there were many unit shareholders. 

138 The court’s animus in the Pirnie Simons & Co. case toward price-fixing may be deduced 
by a comparison of that case with Heim v. N.Y. Stock Exchange, 64 Misc. 529, 118 N.Y. Supp. 
591 (Sup. Ct. 1909), affd. 138 App. Div. 96, 122 N.Y. Supp. 872 (2d Dept. 1910) in which an 
attack against a non-intercourse resolution failed. § 444, N.Y. Penal Law (the first of the sec- 
tions numbered 444) now prohibits the type of action sustained in the Heim Case. 

139 Pirnie Simons & Co. v. New York Stock Exchange, N.Y.L.J., Jan. 11, 1933 (S.D.N.Y. 
1932) (point discussed there was solely a procedural one). 
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tion, will, during the period-of its activity thwart the operation of a free 
market; its members do not compete against each other, and by their 
combined financial strength are able to make quantity purchases or 
sales designed to affect price, which a single member could not make. Price- 
fixing is the aim of any pool, and to the degree that it is successful (and 
even though it is eventually a failure, prices are disaligned and affected 
during the period of operation) the price, which affects every purchaser 
or seller who has occasion to resort to the only market where he can buy 
or sell, is one established by combination and not competition. The selling 
and buying by the pool, it is true, are effected by transactions normally 
intrastate. But if a court is willing to recognize that securities move to 
and from a national market, such as New York, as buyers and sellers 
throughout the country desire to purchase or sell,"4° there is an involun- 
tary restraint imposed by pool operators upon interstate commerce with- 
in the meaning of the federal anti-trust statutes.** 

If this position were taken it is barely possible to sustain a stabilization 
or distribution pool under the rule of reason‘* if the fixed price is fair, be- 
cause the end sought is orderly marketing. In Board of Trade of Chicago 
v. U.S.,'43 the Supreme Court sustained the Board’s call rule fixing the 
price for grain “to arrive” at the day’s closing bid, which would then be 
effective until the opening of the next session. But here the restriction 


was really upon the period of competitive price-making—it required 
members who desired to buy grain “to arrive” to make up their minds be- 
fore the close of the call (usually about 2 P.M.) as to how much they were 
willing to pay during the interval which would end at the next session of 


14° That securities do move in and affect interstate commerce is the underlying thesis of the 
Exchange Act and the Securities Act. See also Hanna, The Federal Regulation of Stock Ex- 
changes, 5 So. Calif. L. Rev. 9 (1931). 


141 U.S. v. Patten, 226 U.S. 525 (1913). A combination to run a corner in cotton by transac- 
tions effected wholly on the N.Y. Cotton Exchange constitutes an involuntary restraint upon 
interstate commerce. The defendants unsuccessfully contended that (1) the conspiracy does 
not belong to the class in which the members are engaged in interstate trade or commerce, and 
agree to suppress competition among themselves; (2) running a corner, instead of restraining 
competition, tends, temporarily at least, to stimulate it; and (3) the obstruction of interstate 
trade and commerce resulting from the operation of the conspiracy, even although a necessary 
result, would be so indirect as not to be a restraint in the sense of the statute. 


1 See Standard Oil Co. of N.J. v. U.S., 221 U.S. 1 (1911) where the rule was enunciated, 
and Appalachian Coals, Inc. v. U.S., 288 U.S. 344 (1933) where the court evinces a determina- 
tion to take a broad and comprehensive view of the underlying conditions and purposes in 
each case. In general for a discussion of the federal anti-trust statutes see 32 Col. L. Rev. 173, 
et seg. (1932), and the literature discussed and referred to therein. 


43 246 U.S. 231 (1918). 
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the Board (usually the following morning)."*4 And in the main the Su- 


preme Court has not been sympathetic toward price-fixing combina- 
tions.*45 


THE EFFECT OF THE ACT 


Upon the law which has recognized and given protection under the con- 
cept of a free and open market the Act effects little change. Anything in 
excess of actual damages, it seems, could not be recovered, even if a suit 
against members of a pool were sustained under the federal anti-trust acts 
or under a state anti-trust act which permitted a recovery greater than 
actual injury. Nor could manipulation not in contravention of the 
Commission’s rules and regulations be attacked. One of the values of the 
Act, perhaps, is the clear pronouncement that exchanges are affected 
with a public interest'*’? and that trading upon national exchanges must 
be so conducted as to afford the ultimate protection to the trader, the in- 
vestor, and the public generally. And if a prediction may be hazarded its 
effectiveness lies in investing regulatory details and supervision in the 
Federal Reserve Board and the Securities Exchange Commission. The 
Commission, also put in charge of the Securities Act, has the large oppor- 


tunity and the onus of protecting the public against fraudulent issues 
and fraudulent manipulation. 


+44 Attention was called by the court to the limited scope of the rule, applying only to grain 
“to arrive”; and that within the narrow limits of its operation the rule helped to improve mar- 
ket conditions. For other cases involving organized exchanges in which restraint has been sus- 
tained see Hopkins v. U.S., 171 U.S. 578 (1898) (brokerage rate fixed by organized exchange of 
commission merchants) ; Anderson v. U.S., 171 U.S. 604 (1898) (non-intercourse agreement by 
members of dealers’ exchange). Similar activities by a group of dealers on the open market 
would seem to be condemned, for in Swift & Co. v. U.S., 196 U.S. 375 (1905) both cases were 
held to their special facts. See also Moore v. N.Y. Cotton Exchange, 270 U.S. 593 (1926) and 
Board of Trade v. Christie, 198 U.S. 236 (1905) sustaining contracts between the exchanges 
and a telegraph company which permitted quotations to be furnished only to persons approved 
by the exchanges. 

148 U.S. v. Trenton Potteries Co., 273 U.S. 392 (1927). 
U.S., supra note 143, see p. 401). 


14 § 28(a). 147 See generally § 2. 





LEGISLATION AND ADMINISTRATION 


CONFLICTING INTERPRETATIONS OF RETAIL 
SALES TAX LAWS* 


Net H. Jacosyt 


TATE sales taxation is unquestionably the outstanding current de- 
velopment in American state taxation, and has expanded so remark- 
ably during the past calendar year that no less than 63.5 per cent 

of the population of the United States now resides in sales taxing states. 
The number of states now imposing general sales taxes is 26, of which 15 
have enacted such laws during 1933. During the present year 1934 Ken- 
tucky, New Mexico and West Virginia have enacted additional sales tax 
legislation, and two further states, Missouri, and Iowa, have enacted sales 
tax laws. At time of writing the passage of similar laws by the legislatures 
of Ohio, Florida and Wisconsin appears imminent. 

The comparative novelty of this type of taxation has given rise to nu- 
merous problems of defining the legal status and interpreting these 


statutes. The majority of recent sales tax statutes have been emergency 
legislation. Perforce, the press of time within which to obtain badly need- 
ed revenues frequently has prevented tax officials from giving mature 
thought to questions of interpreting their respective laws. 

It is desired to draw attention to certain divergencies or inconsistencies 
in interpretations by the several state administrative authorities, and by 
judicial authorities insofar as adjudications have been made in reference 


* This article represents a substantial revision and enlargement of a paper read at the First 
Conference of the National Association of State Tax Administrators, Indianapolis, Indiana, 
February 20, 1934. 

t Supervisor of Research, Department of Finance, State of Illinois. 


The term “general sales tax” is used herein to include all general excise taxes, the measures 
of which are, or are approximately, value of property or services sold or purchased. This defini- 
tion includes taxes whose measures are not only gross amount of sales of tangible property but 
also gross income, gross receipts from sales, gross proceeds from sales, or gross amount of pur- 
chases. 

States enacting a general sales tax during 1933 were the following: Arizona, California, IIli- 
nois, Indiana, Michigan, Minnesota, New Mexico, New York, Oklahoma, Oregon, South Dako- 
ta, Utah, Vermont, Washington, and Wisconsin. Those states having general sales taxes in 
effect prior to 1933 were: Connecticut, Delaware, Kentucky, Mississippi, North Carolina, 
Pennsylvania, Rhode Island, Virginia, and West Virginia. Georgia enacted such a law in 1929, 
but it expired by its own terms in December, 1931, and was not reenacted. 
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to such recent legislation, of similar statutory provisions in retail sales tax 
laws. Fruitful though such analysis might prove to be, the provisions of 
the statutes will not be comparatively analyzed per se, as this discussion is 
primarily confined to administrative and judicial rulings interpreting only 
similar statutory provisions contained in different state laws.’ Retail sales 
taxes, or provisions of sales tax laws relating to taxation of final sales at re- 
tail, are considered herein in particular, as distinguished from “turn-over” 
or gross income taxes applying to extractive industries, manufacturers, 
jobbers or wholesalers in addition to retailers, such as are in effect in 
Mississippi, Indiana, South Dakota, Washington and West Virginia. 

The sales tax statutes, that we herein consider, impose privilege or 
occupation taxes on persons engaging in the business of selling tangible 
personal property at retail, with the exception of Oklahoma and Utah 
whose taxes are imposed directly on “sales” of tangible personal property 
at retail. Logically, a full treatment of the problem of conflicting inter- 
pretations would commence with differing concepts of similar statutory 
provisions relating to “engaging in business,” and proceed to definitions 
of “sale,” of “tangible personal property,” and of “retail.” Finally, it 
would deal with the measures of the taxes (i.e. “gross receipts,” “gross 
proceeds,” etc.) and with exemptions. Limitations of space preclude a full 
development of the subject along these lines, and only those particular 
phases are treated where disagreement has been most marked. 

Eleven states possessing laws imposing, in whole or in part, taxes 
measured by retail sales of tangible personal property, have had these 
statutes in effect a sufficient length of time within which to have developed 
and published fairly complete administrative interpretation.’ These states 
are Arizona, California, Illinois, lowa, Kentucky, Michigan, Missouri, 
North Carolina, New York, Oklahoma and Utah. A discussion of all rul- 
ings of administrative and judicial authorities in these states relative to 
their retail sales tax statutes far from exhausts the field.4 Yet a discussion 

2 Cf. Table by the author in Tax Systems of the World (5th ed. 1934), 106, published by 
Commerce Clearing House, Inc., for outline of sales tax laws. 


3 The phrase “taxes measured by retail sales of tangible personal property” is used advised- 
ly. The taxes are, with the exception of those in Oklahoma and Utah, imposed on persons on 
account of occupations or privileges exercised, the measures of such taxes being (at least ap- 
proximately) amount of retail sales. The distinction is legalistic only. See infra p. 82. 

4 Pennsylvania was the first state to impose a tax of this type. Its Emergency Relief Sales 
Tax Act imposing a one per cent tax was in effect for six months ending February 28, 1933, and 
was not reenacted. The Statement of the Pennsylvania Department of Revenue, issued August 
31, 1932, relative to this tax, must be recognized as the pioneer foundation of regulations for tax 
laws of this type. These regulations are not considered herein as the statute is not now effec- 
tive. 
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of even a part of them is indicative of the character of problems of inter 
pretation which exist in great profusion, and it may serve to direct atten- 
tion to avenues of standardization and unification. The number of these 
inconsistencies in construction of similar provisions of statutes is suscepti- 
ble of future reduction. 


SALE AT RETAIL 


The phrase “sale at retail” is of fundamental importance and it appears 
to be susceptible of at least three different definitions: (A) a sale in small 
quantities and at prices higher than are associated with wholesalers’ or 
jobbers’ sales; (B) a sale to a consumer, using “consumer’”’ in the sense of 
a person who personally derives utility from, uses or enjoys the property 
purchased by him; (C) a sale to a user or consumer, using “‘consumer’”’ in 
the sense of a person who does not physically resell the property purchased 
in any form as tangible personal property. 

Definition (A) represents the customary trade definition of “retail,” 
while definitions (B) and (C) represent application of the criterion of the 
use to which the property is put by the purchaser. It will be observed that 
many sales which are not considered retail sales under definition (A), such 
as carload sales of coal to the owner of a large residence, are taxable trans- 
actions under definitions (B) and (C). Furthermore, many transactions 
not retail sales under definition (B) as, for example, the sale of machin- 
ery to a manufacturer of shoes, are taxable transactions under definition 
(C). Definition (C) greatly enlarges the scope of application of the stat- 
ute. None of the legislatures of states under consideration have used 
definition (A) in the statutes, probably because of the obvious adminis- 
trative difficulties involved in setting up with respect to each of thousands 
of commodities criteria for distinguishing retail from wholesale sales, and 
further because the courts have not been inclined to define the term “re- 
tail” on that basis. The administrative authorities of Washington and 
North Carolina, however, have sought to apply definition (A) in the ad- 
ministration of their tax laws, although the language of their statutes does 
not appear to bind them thereto.’ In the latter state acute administrative 
difficulties appeared in applying this definition and in later regulations the 
tax authorities have discarded definition (A) and substituted definition 
(C),° although opposition to the change has for obvious reasons been ex- 


5 N.C. Revised Rules & Regs., adopted June 27, 1934, sp. rule 25; Wash. Revised Rules 
& Regs., issued Jan., 1934, § 6. 


*N.C. Revised Rules & Regs., adopted June 27, 1934, Nos. 5 and 6. 
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treme on the part of wholesalers and manufacturers, and the new defini- 
tion has been subsequently receded from.’ 

From the economic point of view definition (B) is the most logical, since 
manufacturers are not the economic consumers of machinery, equipment 
and supplies necessarily used by them in the process of producing goods 
for resale, all of which form part of the cost of production thereof. It 
is plausibly argued on a basis of definition (B) that the full amount of the 
tax is collected on the final sale of property to consumers, as the selling 
price of such property will include all elements of cost, such as fuel, sup- 
plies and other items sold to manufacturers. Therefore, the sale of all of 
these items used in production to manufacturers are not taxed as retail 
sales under definition (B). This is in contrast with definition (C) under 
which only sales of raw materials which reappear in the manufacturer’s 
product and are resold as a physical constituent thereof are not tax- 
able. The Michigan courts have tended to adopt definition (B) and have 
thereby reversed the rulings of the Michigan tax administrative author- 
ities who have attempted to apply definition (C).* While legislative intent 
probably supports the position of the Michigan courts, nevertheless the 
language of the statute measuring the tax by “sales to users or consumers 
and not for resale in any form as tangible personal property” (italics supplied) 
lends support to the interpretation placed on the statute by the Michigan 
State Board of Tax Administration. 

The adoption of definition (C) by the tax authorities of Michigan has 
represented the common practice of other state tax authorities, including 
those of Illinois, New York, Kentucky, California, Utah, Oklahoma, Iowa, 
Arizona and Missouri.** Administrative authorities of the last named state, 
in apparent inconsistency with the terms of the statute and with adminis- 
trative authorities in other states having the same statutory provisions, 
originally ruled that whenever tangible personal property is resold not in 


7 Letter, Director of Assessments and Collections, N.C. Dept. of Revenue, Aug. 17, 1934. 


8 In American Box Board Co. v. Stack, Auditor General, (C. C. Kent County, Michigan, 
April 28, 1934), the Court held that sales of all types of containers to persons or firms who sell 
their products therein constitute sales for resale, for the reason that the value of these con- 
tainers becomes part of the selling price of products contained therein. This doctrine was more 
specifically affirmed in The Boyer-Campbell Co. v. Fry (C. C. Wayne County, Michigan, 
April 11, 1934), wherein the Court held that “sales of tools, materials, supplies and power used 


and consumed in the manufacture of tangible personal property destined for resale are not sales 
taxable under Act 167 P. A. 1933.” 


8* This definition has been challenged in Illinois by a number of coal mining companies in 


Franklin County Coal Co. et al. v. Ames, Ill. S.C. no. 22744, now pending before the Illinois 
Supreme Court. 
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substantially the same form but in a different form (e.g. wheat purchased 
from a grain company by a miller for resale as flour) the original sale of the 
property constitutes a “retail” sale. This construction of the law not 
only involves administrative difficulties in determining when the form in 
which property is to be resold is “substantially changed,” but also appears 
to be in direct contravention of the statute, the language of which pro- 
vides that a sale is not at retail when the property is resold in any form as 
tangible personal property.’® As this ruling appeared not likely to be sus- 
tained by the Missouri courts, it was subsequently rescinded. 

Either by statute or by regulation nearly all of the states have placed 
the burden of proof on sellers of tangible personal property to show that 
sales are made for purposes of resale and do not fall within the taxable 
class. New York, California and Missouri have accomplished this by 
statutory provision, while Illinois, Michigan and Iowa by regulation have 
thrown this burden of proof on the seller." Such a provision should, for 
self-evident reasons, be a part of every retail sales tax statute. To be re- 
quired to prove that any particular transaction was within the law places 
any tax administering authority in an extremely unsatisfactory position. 


RELATION OF TAX TO PRICE 


The relation of taxes measured by retail sales of tangible personal 


property to prices charged to consumers for merchandise claims attention. 
How shall retailers pass on to consumers the burden of taxes which they 
are obligated to pay to the state? The majority of the states which we 
consider herein have by statute prohibited retailers from advertising that 
taxes are not an element in their prices, although this is not true of Illinois. 

A related point has been almost exclusively the subject of regulation; 
that is, whether or not retailers may add taxes which they must pay to the 
State to prices as separate items. All state retail sales tax laws, except 
Utah and Oklahoma, impose, in form, occupation or privilege taxes upon 
retailers for the privilege of selling or engaging in the business of selling 
tangible personal property at retail. Constitutional provisions have in 
many cases precluded imposing these taxes on the sales transaction or on 

» Mo. Rules & Regs., effective Jan. 15, 1934, art. 2. This regulation was changed to corres- 
pond with the construction adopted by other state tax authorities by an amendment, effective 
July 6, 1934. 

0 Laws of Mo. Ex. Sess., 1933, H. B. no. 5, § 1(g). 


Cal. Deering General Laws (1933 Supp.), art. 8493, § 17; Ill. Rules & Regs., effective Feb. 
I, 1934, Sp. rule 23, art. 14; lowa Rules & Regs., effective April 1, 1934, p. 9; Mich. Supp. Regs. 
& Decs., State Board of Tax Administration; Mo. Ex. Sess., 1933, H. B. no. 5; N.Y. Laws 
(1933), c. 181, § 391. 
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the consumer. Legal theory, however, has conflicted with economic fact. 
It is a familiar phenomenon, to which the United States Supreme Court 
has given judicial recognition, that the burden of a sales tax is almost in- 
evitably passed on to consumers in whole or in part, irrespective of wheth- 
er the tax in question is imposed upon the occupation of retailing or direct- 
ly upon consumers.” 

Proceeding on the basis of a statute imposing an occupation tax, Ari- 
zona rulings prohibit retailers from adding the tax as a separate item, and 
hold that they must shift the burden, if at all, through increased prices." 
It is argued that the popular acceptance of a sales tax can be enhanced 
under this procedure since it eliminates the tax as a visible item to the 
consuming public. Even conceding that this superficial view does repre- 
sent the popular reaction, it is doubtful whether such a regulation can, as 
a legal matter, be enforced. Provided that retailers do not misrepresent 
the amount of the tax in adding separate items to prices and properly 
identify such increments as part of their selling prices, it is doubtful 
whether additions of separate amounts to cover taxes or any other cost of 
doing business are violative of the statutes. At the other extreme, North 
Carolina administrative authorities have interpreted the occupational tax 
law to make it mandatory upon retailers to add the tax as a separate item, 
and have gone so far as to issue official schedules of additions to be made 
to sales of various amounts."4 Oklahoma has permitted this procedure by 
statutory provisions, which appears proper in view of the fact that the law 
imposes a sales and not an occupational privilege tax." Michigan, New 
York and Illinois by administrative regulation permit either the addition 
of separate items to prices, under restrictions, or the incorporation of the 
tax in prices.” 

Although the Michigan and North Carolina statutes impose occupa- 
tional or privilege taxes upon retailers, the tax authorities in these states 
have ruled that additional amounts that retailers may add to prices to re- 
imburse themselves for tax which they must pay to the state are not to be 


™ Panhandle Oil Co. v. Knox, 277 U.S. 218 (1923); Gregg Dyeing Co. v. Query, 286 U.S. 472 
(1931). See also Brown, Economics of Taxation (1932), for a discussion of the economic theory 
relating to this point. 

13 Op. Atty. Gen. Ariz., Aug. 2, 1933. 

™ Rules & Regs., N.C. Dept. of Revenue, no. 2, adopted June 27, 1933. 

*s Okla. Sess. Laws (1933), c. 196, § 4, par. 9; Okla. Rules & Regs., Dec. 22, 1933, P- 7. 

6 N.Y. Letters from Dept. of Taxation and Finance, May 6 and Aug. 2, 1933; Ill. Rules & 


Regs. no. 3, art. 20; Mich. Regs., Jan. 1, 1934, art. 3; N.C., Rules & Regs., June 27, 1933, 
Rule 1. 
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included in the measure of the tax."? This is contrary to the regulations 
of Illinois and other states imposing occupational taxes. In the event that 
no additions to prices are made on account of the tax, the same result is 
arrived at by permitting a prior deduction of 3 per cent (the rate of tax 
for each state) from gross proceeds or gross receipts from sales, to deter- 
mine-the basis on which the tax is imposed. This procedure does not ap- 
pear consistent with the letter of the statutes in question, as it implies that 
they impose taxes on the consumer and not on the retailer, which is con- 
trary to the expressed intent of these laws. 

It would appear proper that administrative regulations give retailers 
their option as to the method whereby they shift the burden of the tax to 
consumers, as this is a matter of business policy not properly within the 
scope of state regulation. 


MEASURE OF TAX 


In general, the types of retail sales taxes under discussion fall into two 
classes with respect to the measures by which any taxpayer’s liability is 
determined. The first class measures the amount of tax by the gross 
amount of sales made, irrespective of when the retailer realizes receipts 
therefrom; the latter class measures the tax by receipts from sales and does 
not include credit sales in the measure until collections are made thereon. 
New York, Michigan, Arizona, California and Oklahoma statutes all pro- 
vide for a gross amount of sales measure, although the administrative 
authorities in New York and California are given statutory powers to per- 
mit use of a receipts measure."* The Illinois statute imposes a tax falling 
into the latter class but administrative experience has shown that the 
gross amount of sales measure is preferable. Computation of tax liability 
is simpler for the taxpayer thereunder, and auditing on the part of the 
state tax authorities is capable of being more rapidly and inexpensively per- 
formed, as necessity for an analysis of receipts into taxable and non-tax- 
able categories is eliminated. The Illinois administrative authorities have 
by regulation granted taxpayers permission to use the gross amount of 
sales measure, and many taxpayers have hastened to avail themselves of 
this privilege despite the fact that their liability is not infrequently in- 
creased.’® The conclusion follows that state legislatures are well advised 
to specify a gross amount of sales measure in framing retail sales tax laws. 


17 Mich. Regs., Jan. 1, 1934, art. 3; N.C. Rules & Regs., June 27, 1933, Rule 1. 

Cal. Deering General Laws (1933 Supp.), art. 8493, §9; New York Laws (1933), c. 
281, § 301. 

19 Til. Rules & Regs., no. 3, art. ro. 
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ENGAGING IN BUSINESS 


In determining whether or not a specific taxpayer is “engaging in busi- 
ness” several tests may be applied, the most common of which are: (A) 
frequency of sales transactions, (B) whether or not profit is the motive of 
entering into transactions, (C) whether or not the vendor advertises or 
holds himself out to the public as selling tangible personal property, and 
(D) whether or not the sale of tangible personal property is an activity in- 
cidental and ancillary to a principal occupation (e.g. sale of furniture by a 
storage warehouseman for purpose of satisfying a warehouseman’s lien for 
storage charges). Test (B) appears to have met with most approbation by 
the courts,”° although test (A) has been heavily relied upon as determina- 
tive of “engaging in business” by the state tax authorities, probably for 
administrative reasons.” 

Under certain statutes a tax liability is placed upon every person who 
sells tangible personal property at retail, while under others only persons 
who are engaged in the business of selling tangible personal property are 
liable. “Isolated or occasional sales,” as they are termed, are taxable in 
New York, but are expressly exempted by statute in Illinois and Missouri, 
and by regulation in Michigan, California and Iowa.” This difference in 
construction is explained on the ground that the New York law imposes a 
tax for the privilege of selling tangible personal property whereas other 
statutes are imposed for the privilege of engaging in the business of selling 
tangible personal property, the legislative intent inferentially being to ex- 
empt sales of agricultural produce by farmers, which was an application of 
these taxes that rurally dominated legislatures would not tolerate.*? The 
making of “isolated or occasional sales” of tangible personal property 
clearly does not constitute engaging in business, but the distinction is fre- 


2° Cuzner v. California Club, 155 Cal. 303, 100 Pac. 868 (1909); Easterbrook v. Hebrew 
Ladies’ Orphan Society, 85 Conn. 289, 82 Atl. 561 (1912); Atlantic Postal Cable Co. v. City of 
Savannah, 133 Ga. 66, 65 S.E. 185 (1909); State v. Roberson, 136 N.C. 587, 48 S.E.595 (1904). 


* See, for instance, Iowa, Rules & Regs., April 1, 1934, pp. 7, 8. 


» Til. Callaghan’s Ann. Stat. (1933 Supp.), c. 120, § 426; Mo. Ex. Sess. (1933), H.B. 5, § 1-A; 
Mich. Supp. Regs. & Decs., Jan. 1, 1933, art. 2; Cal., Analysis of Sales Tax Act., § 2; lowa Rules 
& Regs., April 1, 1934, p. 7; N.Y., Laws (1933), c. 281. 


23 Under an original Retailers’ Occupation Tax Act, passed by the Legislature of Illinois 
and effective April 15, 1933, “sales of agricultural produce by the producers thereof”’ were ex- 
pressly exempted. This exemption was one of the principal grounds upon which the Illinois 
Supreme Court held the Act unconstitutional in Winter v. Barrett, 352 Ill. 441, 186 N.E. 113 
(1933). Accordingly, when the statute now in effect was drafted and reenacted, this exemption 
was omitted but the provision that “the making of isolated or occasional sales did not con- 
stitute engaging in business” was inserted in lieu thereof. 
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quently difficult to draw, and has not, in fact, been drawn uniformly by 
tax authorities in those states wherein such sales are not within the 
statutes. 


WATER, GASES, ELECTRICAL ENERGY AND STEAM 


An important and highly controversial subject in the interpretation of 
laws imposing taxes measured by sales of “tangible personal property” at 
retail is whether or not such taxes extend to sales of waters, gases or elec- 
trical energy. In the majority of states this question has fortunately been 
solved by statutory provisions. The New York and California laws have 
expressly exempted these commodities when delivered through mains, 
lines and pipes.*4 The laws of Oklahoma, Arizona and Michigan have de- 
fined “tangible personal property” to include gas and electrical energy 
only, the inference being that the legislatures had no reasonable doubt as 
to the tangibility of water and the taxability of sales thereof.*5 The stat- 
utes of Utah, Iowa and Missouri specifically provide that taxes shall be 
paid with respect to sales or furnishing of water, gas and electrical energy, 
although these commodities are not included within the phrase “tangible 
personal property.” With no statutory provision whatever on this sub- 
ject, Illinois tax authorities have ruled that these commodities are “‘tangi- 
ble personal property” and sales thereof come within the terms of the 
statute.27 The North Carolina and Pennsylvania administrative authori- 
ties have ruled to the contrary that neither water, gases nor electrical ener- 
gy are commodities coming within their sales tax laws.** The 21 leading 
water, gas and electric public utility corporations of Illinois have secured 
a temporary injunction restraining collection from them of the Illinois 
sales tax, pending a judicial determination of the validity of the Illinois 
ruling that they are liable therefor. The Circuit Court of Cook County, 
Illinois, held for the state in this cause, and, at time of writing, the case 
awaits a decision by the Illinois Supreme Court.”® Substantially the same 
issues have been presented, plus the additional one involving the propriety 

24 N.Y., Laws (1933), c. 281, § 390(b); Cal., Deering, General Laws (1933 Supp.), art. 8493, 
§ s. 


25 Okla., Sess. Laws (1933), c. 196, § 4; Mich., Baldwin’s Compiled Laws (Supp. 1934), c. 
61 A, § 1(b2). 


* Utah, Laws (1933), c. 63, as amended by Sp. Sess. S.B. 6. § 1; Iowa Sales Tax Act of 1934, 
§ 38; Mo., Laws Ex. Sess. (1933), H.B. no. 5, § 2 A(B). 

27 Til. Rules & Regs., no. 3, sp. rule 27. 

8 Op. Atty. Gen. Pa., Nov. 19, 1932; Letter, N.C. Commissioner of Revenue, Oct. 10, 1933. 


29 See oral opinion of Judge Harry Fisher, C. C. Cook County, Illinois, in Commonwealth 
Edison Co. v. K. L. Ames, Jr., July 18, 1934. 
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of applying the tax to transactions whereby water is sold or furnished by 
municipal corporations, in a suit recently filed by a number of municipal- 
ities.*° Assuming that “sales’’ of “tangible personal property” are in- 
volved, the fact that such sales are made by municipal corporations does 
not, however, appear to except such corporations of Illinois from the ap- 
plication of the tax.** 

The question has wide legal ramifications, involving not only whether 
the phrase “tangible personal property” embraces the substances water, 
gas or electricity, but in addition whether the compulsory furnishing of 
such commodities at government-controlled rates to customers who have 
no option of bargaining with competitors can be construed as “‘sales” of tan- 
gible personal property in the sense in which the word “sale” is ordinarily 
used. It is not the province of the present article exhaustively to explore 
the merits of opposing arguments relative to these propositions. It may 
be briefly pointed out, however, that the contention of the public utilities 
that the word “tangible” in its ordinary and popular sense does not in- 
clude water, gas and electrical energy, and that, therefore, a legislature 
imposing a tax measured by sales of tangible personal property at retail, 
being assumed to use words in their ordinary and popular sense, could not 
mean to impose the tax with respect to sales of these commodities, may be 
countered by a plausible and forceful argument. This argument com- 
mences by pointing out that the terms “tangible” and “intangible” have 
in the development of the law of personal property become respectively 
synonymous with the terms “corporeal” and “incorporeal,” and that a 
legislature must be presumed to use a word in the sense in which it is used 
at common law, unless a different meaning is unmistakably indicated. At 
common law the terms “tangible” or “corporeal,”’ when used in classifying 
property, are used to denote choses or things in possession, as opposed to 
the terms “intangible” or “incorporeal,”’ which are used to denote choses 
or things in action. As there is no third classification of personal property, 
water, gas or electrical energy must fall within one or the other class, and 
it is undeniable that as between the two, they constitute choses in posses- 

3° Village of Winnetka v. K. L. Ames, Jr., Super. Ct. Cook County, Chancery No. 34811610. 
The original motion for a temporary injunction was denied by Judge Lewe and this case will 
undoubtedly go before the Illinois Supreme Court for adjudication on appeal by the State. See 
also Village of Algonquin v. Ames, C. C. Sangamore County, Chancery No. 61287 in which 


the Circuit Court held for the State, and Village of Antioch et al. v. Ames, Super. Ct. Cook 
County, No. 34514085, both of which involve points substantially similar to those in the Vil- 
lage of Winnetka case. 

3* Wagner v. City of Rock Island, 146 Ill. 139, 34 N.E. 545 (1893); People v. Deep Rock Oil 
Corporation, 343 Ill. 388, 175 N.E. 572 (1931); Canavan v. City of Mechanicville, 229 N.Y. 473, 
128 N.E. 882 (1920). 
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sion as opposed to choses in action, and are, therefore, corporeal or tangi- 
ble personal property.” 

The circumstance that vendors or furnishers of water, gas and electrical 
energy are not in a position, as are other retailers, to shift the burden of 
sales taxes to consumers without receiving permission from state public 
utility authorities to increase their rates is a further factor placing them in 
a peculiar position, although the Mississippi Supreme Court has not differ- 
entiated them from other taxpayers on this ground.** 

The classification of steam involves similar legal problems to those per- 
taining to waters, gases and electrical energy. In this connection, the Cir- 
cuit Court of Wayne County, Michigan, has recently upheld the imposi- 
tion of Michigan sales tax with respect to sales of steam, where the steam 
is actually delivered for consumption by the consumer and is not used in 
the preparation of an article which is itself subject to the sales tax.*4 


NEWSPAPERS 


A related question of interpretation that has been productive of much 
disagreement is the application of retail sales taxes to newspapers, maga- 
zines and periodicals. Illinois and New York tax authorities have defined 
the term “tangible personal property” by regulation to include these arti- 
cles, and have thus brought sales thereof within the purview of their 


statutes.*> They have likewise been included by the state of Arizona, but 
by statutory provision.* The contrary view has been taken by the tax 
administrative authorities of Michigan, Kentucky, Oklahoma, Iowa and 
Missouri, who have ruled that sales of newspapers are not sales of tangible 
personal property and, hence, do not come within the purview of their 
laws.7 California has with apparent inconsistency distinguished newspa- 


3 Cf. brief filed on behalf of State in Commonwealth Edison Company case, supra note 29. 

33 In Mississippi Power & Light Co. v. C. D. Ross, 168 Miss. 400, 150 So. 830 (1933), the 
court held that the complainant, Ross, was liable to pay the defendant Power & Light Co. 
only at the contractual rate for gas furnished to him, and the company could not validly assert 
an additional amount equal to 2% of its gas bill, which had been added thereto to cover Missis- 
sippi Sales Tax owing by the company to the state. 

34 Detroit Edison Co. v. Fry, et al. (C. C. Wayne County, January, 1934). The court further 
held in this case that a sale of steam which took the form of the sale and delivery of heat units 
through the medium of passing steam through a radiating system did not constitute a taxable 
sale. The inference is that heat units were not regarded as tangible personal property although 
steam was so regarded. 

3s Til. Rules & Regs., Feb. 1, 1934, no. 3, art. 15; N.Y. Regs., May 14, 1933, Cc. I. 

% Ariz. Gross Income (Privilege Sales) Tax, effective June 28, 1933, § 2, par. 7. 


37 Mich. Regs., Jan. 1, 1934, art. 28; Ky. Rulings and Explanations, Op. Atty. Gen. re News- 
papers, Sept., 1931; Okla. Rules & Regs., Dec. 22, 1933, § 5(18); Iowa Rules & Regs., April 1, 
1934, Rule 60; Mo. Rules & Regs., Jan. 15, 1934, sp. rule 44. 
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pers from magazines, and holds newspapers to be not within its statute, 
but magazines to constitute “tangible personal property” and so to be in- 
cluded.** That the “power of the press” has wielded an influence in the 
formation of certain of these administrative rulings and the statutes that 
did not expressly include sales of newspapers is undeniable. A united 
front in the form of a uniform regulation on the part of all states having 
discretion to regulate thereon would nevertheless simplify the task of tax 
administrators. 

It is the contention of the newspaper publisher that his occupation is 
primarily that of rendering the service of providing the public with up-to- 
date information; that white paper and printers’ ink is used or consumed 
by him in the process of rendering this service; and that these media are 
only used for the means of conveying intangible information which pos- 
sesses only temporary value. This superficially plausible argument ap- 
pears entirely unconvincing. When a person purchases a newspaper no pe- 
culiarly personal service is rendered to him. Title to an article of tangible 
personal property merely passes to him from the seller. It is true that the 
newspaper so purchased can be made to render “services” (in a utility or 
economic sense) if the purchaser reads it, but the service element is inher- 
ent in the tangible personal property. In this respect a newspaper falls in 
no different class than such other items, universally conceded to be tangi- 
ble personal property, as a book which must be read, a radio which must 
be listened to, or an automobile which must be driven, before the “‘service”’ 
inherent in them may be personally derived by the purchaser.*® 

A further factor frequently alluded to that does not so much complicate 
as obfuscate the issue is the circumstance that advertising revenues per- 
mit many publishers to sell printed newspapers for less than the costs of 
the raw materials entering into them. What occurs in substance is that 
publishers are enabled to unload part of their production costs upon adver- 
tisers, leaving only a fraction of these costs to be covered by purchase 
prices of newspapers paid by consumers. This reduction in the considera- 
tion of sales of newspapers in no wise appears to alter the reality that pub- 
lishers sell items of tangible personal property. 


REPAIR OCCUPATIONS 


In connection with treatment of the various repair trades‘ wide diver- 

gencies in rulings have developed, only a few of which can be treated here- 
38 Cal. Letter of Acting Director, Sales Tax Div., State Board of Equalization, Oct. 6, 1933. 
39 See Op. Atty. Gen. Ill. to Director of Finance on this question, Nov. 8, 1933. 


« A related class of occupations includes doctors, dentists, architects, title abstracters, and 
others, who transfer tangible personal property to consumers, the value of which, however, is 
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in. Shoe-, auto-, furniture-, jewelry-, fur-repair, and other classifications 
of repairmen have not been uniformly dealt with by the several state tax 
authorities. Illinois, New York, Michigan, California, Oklahoma, Mis- 
souri and Iowa authorities, for example, have been in agreement in ruling 
that sales to shoe repairmen of leather, soles, heels and like shoe findings 
for use in performing their repair services are sales at retail to consumers.“ 
They have not held shoe repairers liable for any tax with respect to their 
receipts from such repair services on the reasonable theory that the de- 
livery of goods involved in shoe repair work is incidental to the rendering 
of service. Here, as is the case with other rulings, practical administrative 
considerations have wielded large influence and case law is lacking. The 
Michigan State Board of Taxation, facing an unfavorable decision by the 
Circuit Court for Wayne County which had the effect of holding the shoe 
repairman liable for tax on the ground that he was not the consumer but 
the retailer of shoe soles, heels and other findings, has reversed its previous 
ruling, and now imposes the tax upon shoe repairers.” 

New York administrative authorities have adopted a “blanket ruling” 
with respect to repair occupations of all kinds to the effect that repairmen 
become ultimate consumers of all tangible personal property used in con- 
nection with the performance of repairs to tangible personal property be- 
longing to others, when they do not separately bill the tangible items in- 
volved in the job to customers. On the other hand, they are deemed under 
this ruling to be sellers at retail of tangible personal property and liable for 
payment of tax with respect to proceeds or receipts from the tangible 
parts of the job, if they do make segregations on their bills of charges for 
tangible personal property and for labor or time.*? The distinction as to 
whether or not any particular repairman is liable for tax is thus made to 
depend upon the mere accident of billing. A more substantial and practi- 
cal criterion for determining whether or not the members of any given re- 
pair occupation shall be held liable for a sales tax appears to be (1) the rel- 
ative importance of the value of tangible personal property ordinarily used 
in connection with repair work compared with the total charges therefor, 
and (2) the trade practices customarily followed in connection with billing 
in that occupation. The New York type of regulation appears to create a 


the result of large expenditures of labor on materials of small value. On the whole, this class of 
occupations has been regarded as one rendering services and not selling goods. 


# Til. Rules & Regs. no. 3, sp. rule 13; N.Y. Sales Tax Regs., p. 44; Mich. Supp. Regs. & 
Decs., Trade Rule 28; Okla. Rules & Regs., May 1, 1934, no. 26; Mo. Rules & Regs., Jan. 15) 
1934, no. 29; lowa Rules & Regs., April 1, 1934, no. 19. 

# W. H. Atkinson Co. v. State of Michigan, (C. C. Wayne County, Mich., Jan., 1934). 

43 Rules & Regs., N.Y. Dept. of Finance and Taxation, Nov. 11, 1933, art. 24. 
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legally unnecessary and impractical difficulty for the tax administrators in 
determining precisely what sales of tangible personal property to repair- 
men are for resale and what are at retail, inasmuch as different individuals 
in the same repair occupation frequently follow different methods of bill- 
ing customers. More feasible in operation would appear to be the rulings 
of Illinois, Michigan, California and other states, under which each repair 
occupation (such as fur-, auto-, watch-, furniture-, or shoe-repair) is ruled 
on separately and specifically on the basis of its own peculiar circumstances 
and trade practices. For example, under regulations of the Illinois De- 
partment of Finance all persons falling within the class of auto repairmen 
are required to pay tax measured by receipts from parts or accessories sold 
to auto owners in connection with repair work and must bill the same 
separately to avoid paying tax on their total charge—a simple rule follow- 


ing trade practices and precluding misinterpretation by non-erudite tax- 
payers.*4 


CONSTRUCTION CONTRACTORS 
Construction contractors have proven to be a somewhat difficult occu- 
pation, with reference to definition of status under retail sales tax laws. 
This circumstance arises from the fact that the occupation involves not 
only use of tangible personal property in connection with the completion 


of contracts to construct or improve real property, but it likewise fre- 
quently involves the reselling of tangible personal property (i.e. construc- 
tion materials) as such. In addition to this factor, there is frequent diffi- 
culty in determining precisely at what point personal property becomes 
real property, and which among a series of sales is the last or ultimate sale 
of tangible personal property with respect to which tax must be paid. In 
general, the different state tax authorities have ruled uniformly that 
where contractors enter into contracts to construct, improve, or repair and 
sell real property for a lump-sum amount, the building material supply 
houses selling items of tangible personal property to contractors for such 
uses are liable for tax on the theory that the materials become so annexed 
to the realty that title is transferred by accession and not by sale.** This 


44Tll. Rules & Regs., Dept. of Finance, issued Feb. 1, 1934, sp. rule ro. 


4s Cal. Sp. Rules, State Board of Equalization, Sept. 25, 1933, “Materials and supplies sold 
to owners, contractors and sub-contractors,” par. a, b, c and d; Ill. Rules & Regs., Dept. of 
Finance, Feb. 1, 1934, sp. rule 6; N.Y. Regs., State Tax Comm., art. 21 (Revised Oct. 6, 
1933), 22 and 23, Official Questions and Answers as amended Nov. 8, 1933; Okla. Rules & Regs., 
Okla. Tax Comm., Dec. 22, 1933, § 5(36); Ariz. Op. Atty. Gen. to Lyle V. Owens, July 8, 1933. 

In Bradley Supply Co. v. K. L. Ames, Jr., Super. Ct. Cook County, IIl., No. 34S2009, the 
court held that plumbing supply houses sell for resale when selling to plumbing contractors 


who annex personal property to the real property of customers. This decision has been appealed 
to the Illinois Supreme Court. 
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construction has been affirmed in a recent federal case.** Administrative 
bodies in several states have further held that if materials used in connec- 
tion with a contract for the construction, improvement or repair of real 
property are billed separately to the property owners from time and labor 
involved in the job, the contractor and not the person selling construction 
materials to such contractor is liable for tax with respect to receipts from 
the sale of these materials.‘’ 

A more fundamental distinction than the mere circumstances of bill- 
ing, for purposes of fixing tax liability relative to sales of construction ma- 
terials, appears to be the nature of the contract between construction con- 
tractor and property owner. If such contract obligates the contractor to 
construct, improve, renovate or repair real property, and does not require 
the other party to purchase any tangible personal property as such, then 
the contractor should be regarded as the user or consumer of all tangible 
personal property purchased for completing the contract, notwithstanding 
that these construction materials may be billed separately from time or la- 
bor to the property owner, or that the consideration fixed in the contract 
or price may be computed on a “cost-plus,” “fixed fee” or other basis 
where the quantity of materials used partially determines the contract 
price. On the other hand, if such a contract provides for the sale of con- 
struction materials as such, and labor is contracted for separately, the 
contractor should clearly be held liable for tax as a “retailer” of tangible 
personal property. New York “ and Illinois “° regulations are in harmony 
with this latter theory. 


FEDERAL RECEIVERS 


A further question until recently a subject of dispute is whether or not 
receivers appointed by federal courts to operate businesses engaged in sell- 


# Meyer Construction Co., et al. v. Corbett, et al., 7 F. Supp. 616 (D. C. Cal., 1934). The 
plaintiff construction company alleged that it had contracts with the United States Govern- 
ment to erect buildings and constructions for the Department of War, and that persons selling 
materials to it for use in fulfilling such contracts refused to sell the materials unless the plaintiff 
paid the California Sales Tax. (California Regulations permit the addition of the tax to selling 
prices as a separate item.) The court held that the plaintiff was not a retailer of tangible per- 
sonal property and was, therefore, not a proper person to be heard to oppose the Sales Tax 
Statute upon ground of its repugnance to the Federal Constitution. It further held that the 
plaintiff was not an agency or instrumentality of the United States. 

47 Ky. Retail Merchants’ License (Gross Sales) Tax, Rulings & Explanations, Op. Atty. 
Gen., interpreting Act, Sept. 4, 1933; Mich. Regs., State Board of Tax Administration, revised 
Jan. 1, 1934, art. 31, 32; Utah, Regs., Utah Tax Comm.., c. 20 Laws of Utah, Aug. 4, 1933, Reg., 
art. 12; Wash. Official Instructions, Tax Comm., Wash. Laws (1933), c. 191 § 7, par. 5, 6. 

4 N.Y. Rules & Regs., Tax Comm., art. 21, revised Oct. 6, 1933, art. 22 and 23, Official 
Questions & Answers, as amended Nov. 8, 1933. 


49 Til. Rules & Regs. no. 3, Dept. of Finance, Feb. 1, 1934, sp. rule no. 6. 
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ing tangible personal property at retail should be held liable for filing re- 
turns and payment of tax. The Department of Finance of Illinois ruled 
that where such receivers do so engage in business they come within the 
purview of the law. This ruling was made on the assumption that such re- 
ceivers ought not to be discriminated in favor of as against other persons 
engaging in such businesses, notwithstanding that they operated by virtue 
of appointment by federal courts. The doctrine of federal instrumentali- 
ties was considered to be not properly extensible to include such receivers, 
for if carried to this length, it would create an obvious discrimination. In 
a decision recently handed down by a United States District Court in 
Illinois relative to a case arising under the Motor Fuel Tax Act of that 
state this view was sustained.*° A contrary view was taken by the United 
States District Court for the Western District of Missouri®™ but its deci- 
sion was reversed by the United States Court of Appeals. New York has 
not issued a regulation on this specific subject.” California’? and Okla- 
homa* authorities have interpreted their laws similarly to the Illinois 
regulation. 

The doubt on this problem of interpretation has been dispelled by the 
enactment at the last session of Congress of a federal law making any re- 
ceiver, liquidator, referee, trustee or other officers or agents appointed by 
any United States Court, who is authorized by said court to conduct any 
business, or who does conduct any business, subject to all state and local 
taxes applicable to such business to the same extent as if such business 
were conducted by an individual or corporation.** 


INTERSTATE COMMERCE 


The definition of interstate commerce is probably the most important 
subject with which state administrative authorities have dealt in constru- 
ing retail sales tax laws, but this problem has been simplified by reason of 
precedents in the form of Federal court decisions dealing with state excise 
taxes in relation to interstate commerce. In accordance with that provi- 
sion of the Federal Constitution reserving to the Congress of the United 


5° Howe v. Atlantic, Pacific & Gulf Oil Co., Dist. Court for Northern District of Ill. Eastern 
Division, no. 11268, May 4, 1934. 


Ss Howe v. Atlantic, Pacific & Gulf Oil Co. (State of Missouri Intervenors), 4 F. Supp. 162 
(D.C. 8th 1933). 


% N.Y. Letter from John H. Thompson, Deputy Comm’r., State Tax Comm., Sept. 29, 1933. 


83 Cal. Letter of Frank M. Keeling, Asst. Director, Sales Tax Division, State Board of 
Equalization, Oct. 24, 1933. 


54 Okla. Rules & Regs., Okla. Tax Comm., Dec. 22, 1933, § 5 (33). 
5 H. B. 8544, Public Act 392, approved by President, effective June 18, 1934. 
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States power to regulate commerce among the states,°* and well-settled 
doctrines enunciated by the United States Supreme Court as to what 
transactions constitute interstate commerce with reference to state taxing 
statutes, all the statutes under present consideration have in general terms 
exempted retailers from tax as to any business conducted in interstate 
commerce.® State legislatures, in failing to enact more detailed and spe- 
cific descriptions of types of business or transactions that fall within the 
exempt category, have thrust this task upon the tax administering au- 
thorities who have, however, acted with substantial uniformity in promul- 
gating regulations on the subject. 

The limitation on the states’ power to impose excise taxes on, or meas- 
ured by transactions in interstate commerce, is unquestionably one of the 
most fundamental defects inherent in state-levied sales taxes, and the 
most compelling argument for a Federal sales tax which is not subject to 
this limitation. It results in an indefensible discrimination in favor of per- 
sons selling and shipping merchandise interstate, and against other per- 
sons similarly situated who enter into similar transactions on an intra- 
state basis within any state imposing a sales tax. The raison d’étre of the 
federal constitutional provision reserving congressional authority respect- 
ing interstate commerce was the thought of the constitutional fathers that 
no state should be permitted to impose discriminatory taxes or duties 
against, or otherwise obstruct the free movement into it of the wares or 
manufactures of other states. It is anomalous to reflect that the present 
effect of this provision is a discrimination against sales of merchandise 
within any state imposing a sales tax. Where the rates of tax range as high 
as 3 per cent of the gross amount of sales, the differential between prices 
fixed on a taxable and a non-taxable basis is undoubtedly sufficient to di- 
vert a large volume of business from persons doing business in intrastate 
to those doing business in interstate commerce. Furthermore, from a fis- 
cal standpoint it should be observed that where a sale is in interstate com- 
merce neither the state of the vending retailer from which the goods were 
shipped (hereafter for convenience called the “state of origin’’), nor the 
state of the purchaser for consumption, to which the merchandise was 
shipped (hereafter termed the “state of destination”) is able to impose a 
sales tax with respect thereto. Thus a substantial but undetermined 
fraction of the potential tax base is lost. 

ss Art. 1, par. 8, cl. 3. 


5% The opinions of the court in the cases of Brown v. Maryland, 12 Wheat. (U.S.) 419 (1827); 
Crew Levick Co. v. Pennsylvania, 245 U.S. 292 (1917); Sonneborn Bros. v. Cureton, 262 U.S, 


506 (1923); and Gregg Dyeing Co. v. Query, 286 U.S. 472 (1932) contain reviews of the leading 
decisions on this subject. 
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A plan for meeting this defect of state-levied sales taxes has been 
sponsored by the Department of Revenue of North Carolina. It is pro- 
posed that the Congress enact a law permitting states to impose excise 
taxes on, or measured by, sales in interstate commerce, providing that 
such taxes do not at any time discriminate against interstate as against 
intrastate transactions, and that the particular state wherein merchandise 
moves to purchasers for use or consumption be permitted to impose its 
retail sales tax, if any, with respect to such transactions on vendors of such 
merchandise wherever situated.5’7 Under this authority each state possess- 
ing a retail sales tax would be legally entitled to a tax with respect to all 
sales of merchandise to consumers within its borders, instead of merely 
sales made by local merchants within that state, as heretofore. It is plau- 
sibly argued that the Congress possesses constitutional powers to enact 
such a law. 

A sales tax imposed by the federal government would be free from this 
defect. Assuming that such a taxation measure administered by the feder- 
al government with proceeds distributed in whole or in part back to the 
states or in proportion to population, retail sales as reflected in the United 
States Census, or some other acceptable basis is not presently feasible, the 
proposed legislation offers an attractive alternative. Yet it is not amiss to 
point out crucial difficulties in the application of this plan. Chief of these 


is the means by which collection of the tax can be enforced by the state of 
destination against the retailer located in the state of origin of the mer- 


57 The relevant provisions of the bill passed by the Senate on March 15, 1934, as S. B. 2897 
are: 


“Be it enacted by the Senate and House of Representatives of the United States of Ameri- 
ca in Congress Assembled, That all taxes or excises levied by any State upon sales of tangible 
personal property, or measured by sales of tangible personal property, may be levied upon, or 
measured by, sales of like property in interstate commerce, by the State into which the proper- 
ty is moved for use or consumption therein, in the same manner, and to the same extent, that 
said taxes or excises are levied upon or measured by sales of like property not in interstate 
commerce and no such property shall be exempt from such taxation by reason of being intro- 
duced into any State or Territory in original packages or containers, or otherwise; provided, 
that no State shall discriminate against sales of tangible personal property in interstate com- 
merce, nor shall any State discriminate against the sale of products of any other States: Pro- 
vided, further, that no State shall levy any tax or excise upon, or measured by, the sales in 
interstate commerce of tangible personal property transported for the purpose of resale by the 
consignee; provided, further, that no political subdivision of any State shall levy a tax or excise 
upon, or measured by, sales of tangible personal property in interstate commerce. For the pur- 
poses of this Act a sale of tangible personal property transported, or to be transported, in 
interstate commerce shall be considered as made within the State into which such property is 
to be transported for use or consumption therein, whenever such sale is made, solicited, or ne- 
gotiated in whole or in part within that State.” This bill died in House Committee. 

5§ See Perkins, The Sales Tax and Transactions in Interstate Commerce, 12 N.C. L. Rev. 99 
(1934), for a discussion of the constitutionality of such proposed legislation. 
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chandise. For example, how shall the state of Utah effectively enforce col- 
lection of its retail sales tax against a mail-order concern located in Illinois, 
due on account of the sale and shipment of tangible personal property by 
the latter to a consumer in Utah? Even assuming that adequate means of 
legally compelling an out-of-state vendor to pay a sales tax may be de- 
vised, how may any state practicably determine the correctness of 
amounts of taxes so paid without incurring inordinate auditing expense? 
These may not be inherent or insuperable obstacles, but they will require 
ample consideration and the formulation of solutions before such legislation 
may be used to advantage. 

The collection difficulty can be avoided by framing the Congressional 
Act to permit non-discriminatory taxation of interstate commerce, not by 
the state of destination, but by the state of origin of the merchandise. That 
is, each state shall impose its tax on vendors within its borders to the ex- 
tent of their interstate in addition to their intrastate retail sales. This 
plan is objectionable, in turn, in aggravating the handicap suffered by 
merchants selling interstate in competition with merchants in states not 
levying a sales tax. 

Only a few comments will be made herein in reference to regulations 
on interstate commerce, as conflicting interpretations have not been 
numerous. State sales tax authorities have generally looked to the phys- 
ical movement of merchandise in reaching a determination as to the tax- 
ability of particular transactions, and correctly so. Place where con- 
tract was entered into, or purchase price paid, or where the vendor or 
purchaser reside or do business have been regarded as incidental factors. 
Regulations on this subject may be conveniently divided into two divi- 
sions, namely: (1) regulations respecting when interstate commerce ends, 
relating to movements of goods info a taxing state and (2) regulations re- 
specting when interstate commerce begins, relating to movements of goods 
out of a taxing state. Where both state of origin and state of destination 
impose sales taxes, it will be readily understood that sales in interstate 
commerce between them involve one of these classes of regulations for one 
state and the reciprocal class for the other. 

The regulations of the states are in unanimous agreement that a sale 
which involves shipment or delivery of the goods from a vendor’s stock to 
a purchaser in a second state is a transaction in interstate commerce, and 
that the state of origin cannot impose a tax with respect to such a sale.” 
Likewise, there is general agreement that with respect to this same transac- 


s9 N.Y., Ill, Mich., Okla., Cal. rulings specifically adhere to this general principle, and the 
remaining states inferentially so. 





LEGISLATION AND ADMINISTRATION 97 


tion, the state of destination cannot impose its tax.® Michigan rulings 
constitute an exception. While construing a transaction whereunder a 
person in Michigan buys merchandise by letter, telephone or telegram 
from a merchant in another state, which merchandise is shipped directly 
to the purchaser, as a transaction in interstate commerce, the Michigan 
construction further provides: 

“Tf sales are made within the State of Michigan by representatives of 
parties living without the State of Michigan and delivered in the State 
of Michigan, the sale is taxable.” 

This interpretation is of dubious validity, if merchandise is shipped direct- 
ly from an out-of-state vendor to a purchaser in Michigan pursuant to 
sale. Such transactions were clearly held to be in interstate commerce in 
recent and authoritative decisions of the United States Supreme Court. 
The mere circumstance that the sale is negotiated or an order taken per- 
sonally by a representative of the out-of-state vendor and is not trans- 
mitted by mail does not serve to make the transaction an intrastate one. 


CONCLUSION 


Instances of divergence in the construction of similar provisions of state 
sales tax statutes might be multiplied well-nigh indefinitely. This is par- 
ticularly true if regulations on such comparatively specialized subjects and 


occupations as pawnbrokers, containers, installment finance institutions, 
restaurants, photographers, freight and transportation charges, artists, 
rental libraries, sales of feeds to live stock feeders, auctioneers, and other 
subjects were subjected to comparative analysis. Herein, the endeavor has 
been to concentrate attention on the legally and fiscally more important 
subjects of interpretation. As a sample, characteristic of conditions per- 
meating the entire field of constructions of sales tax statutes, it emphasizes 
need for standardizing and making uniform such interpretations insofar as 
they relate to identical provisions of law, not only on the same subjects 
as between states, but likewise on different subjects within each state. 
This latter aspect is not treated herein not for lack of importance, but for 

want of space. 
It is believed that divergencies frequently develop because of an in- 
complete knowledge by courts and tax officials of the actions of courts and 
6 In Vaught v. Bailey, the West Virginia Supreme Court of Appeals, July 31, 1934, recently 


held that the West Virginia Gross Sales Tax was not applicable to a motor vehicle purchased 
outside the State and brought within the State by the purchaser for registration. 


* Rules & Regs., State Board of Tax Adm., effective Jan. 31, 1934. 


® Especially Stewart v. Michigan, 232 U.S. 665 (1914), and Sonneborn Bros. v. Cureton, 
262 U.S. 506 (1923). 
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administrative officers in other states. It is suggested that a secretariat or 
clearing house be established and operated by the different states imposing 
sales (including gross income) taxes, whose function would be the collec- 
tion, clearing and prompt dissemination of all information relating to the 
administration and operation of sales tax laws. Each member state should 
be required to file with such a clearing house with due dispatch copies of 
all rules, regulations or administrative interpretations of law, opinions of 
attorneys general, relevant records of court procedings, or court decisions 
relating to its sale tax for immediate reproduction and distribution to 
member states. It is suggested that a permanent organization be main- 
tained, financially supported by the member states with funds to be ob- 
tained by legislative appropriation for that purpose. The existence of 
such an institution could not fail to promote uniformity in construction of 
similar provisions of laws, and perhaps eventually result in uniformity in 
the statutes themselves, to the material benefit of tax officials and tax- 
payers alike. 





THE CITIZENSHIP ACT OF 1934 
Lester B. OrFreLp* 


HISTORY OF THE ACT 


N MAY 24, 1934, occurred two notable events. President Frank- 
() lin D. Roosevelt signed a new citizenship and naturalization act.’ 

A previous bill had been recalled for changes to clear up certain 
obscurities and Congress had reconsidered the bill. The Senate by a 
unanimous vote consented to the convention adopted at the Pan American 
Conference at Montevideo on December 26, 1933, providing that there 
should be no distinction based on sex as regards nationality in the legisla- 
tion or in the practice of the states.2 The United States was the first 
country to ratify the treaty. President Roosevelt had previously on 
April 21, 1934 signed a bill reducing naturalization fees.* The increase in 
fees five years previous, together with the depression, had greatly reduced 
the number of persons taking out naturalization papers. In the year end- 
ing June 30, 1933, the fewest aliens were admitted to citizenship of any 
year in the past sixteen years.‘ The new act reduced the fee for receiving 
and filing a declaration of intention and issuing a duplicate thereof from 
$5 to $2.50. The fee for making, filing, and docketing a petition for citi- 
zenship, and issuing a certificate of citizenship if the issuance of such cer- 
tificate is authorized by the court, and for the final hearing on the petition 
was reduced from $10 to $5. Attorney’s fees were limited to $25 except 
when extended legal service is required. 

A bill known as the Dickstein bill had been previously defeated in the 
Immigration Committee of the House by a vote of 15 to 4 on April 25, 
1933.5 At a hearing on March 28, 1933 it was argued in favor of the bill 
that women ought to be placed on an equality in all respects with men. 
In opposition it was argued that it would open our doors to too many citi- 
zens and increase dual nationality. Secretary of State Hull in a letter op- 

* Associate Professor of Law, University of Nebraska College of Law. 

*H. R. Rep. No. 3673, 73d (2d Sess., 1934). 


2 New York Times, May 25, 1934, p. 2, col. 7. For the text of the convention see 28 Am. 
J. Int. L., Official Documents, Convention on the Nationality of Women, 61-62 (1934). 


3 New York Times, Apr. 22, 1934, § 1, p. 33, col. 2. For text see 48 Stat. 597-598, April 
19, 1934. 

4 New York Times, Feb. 4, 1934, § 2, p. 1, col. 4. 

5’ New York Times, Apr. 26, 1933, p. 4, col. 4. 
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posed the bill, advocating instead a general revision of the laws governing 
citizenship in the United States and its insular possessions, expatriation, 
and protection of citizens abroad.* He objected to piece-meal legislation 
as leading to confusion and difficulty in the application of the law. 

On April 25, 1933, President Roosevelt issued an executive order desig- 
nating the Secretary of State, the Attorney General, and the Secretary of 
Labor as a committee to review the nationality laws of the United States, 
to recommend revisions with special reference to the removal of certain 
discriminations, and to codify the law into one comprehensive nationality 
law for submission to Congress at its next session. This Committee and 
their assisting officials sought the views and suggestions of individuals and 
organizations known to be interested or believed to be capable of making 
useful contributions. These suggestions, which were asked for at a late 
date,’ were desired as soon as possible and not later than December 20, 
1933. 

The preliminary work of the Committee was assigned to four sub-com- 
mittees. One sub-committee was to deal with the acquisition of nation- 
ality at birth, and a second with acquisition of nationality through natu- 
ralization. A third was to study loss of American nationality, and the 
fourth, nationality in outlying possessions of the United States. The sub- 
ject of protection of citizens abroad was not included. 


NATIONALITY AT BIRTH OF FOREIGN BORN CHILDREN 


The first section of the Act provides that: 


“Section 1993 of the Revised Statutes is amended to read as follows: 

‘Sec. 1993. Any child hereafter born out of the limits and jurisdiction of the United 
States, whose father or mother or both at the time of the birth of such a child is a citi- 
zen of the United States, is declared to be a citizen of the United States; but the rights 
of citizenship shall not descend unless the citizen father or citizen mother, as the case 
may be, has resided in the United States previous to the birth of such child. In cases 
where one of the parents is an alien, the right of citizenship shall not descend unless the 
child comes to the United States and resides therein for at least five years continuously 
immediately previous to his eighteenth birthday, and unless, within six months after 
the child’s twenty-first birthday, he or she shall take an oath of allegiance to the 
United States of America as prescribed by the Bureau of Naturalization.’ ” 


Under the former law children of American fathers were declared citi- 
zens if the fathers had resided in the United States.* The provision with 


® New York Times, Mar. 29, 1933, Pp. 2, col. 1. 
7 Letters were sent out November 24, 1933. 


® 10 Stat. 604 (1855) amending 2 Stat. 155 (1802) together with 34 Stat. 1229 (1907), 
8 U.S.C.A. § 6 (1926). 
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respect to residence by the father in the United States was interpreted by 
the United States Supreme Court as meaning residence prior to the birth 
of the child.? The new act removes any doubt by expressly providing that 
the parent must have “‘resided in the United States previous to the birth 
of such child.” 

But the outstanding change accomplished by section 1 is the provision 
that children of American mothers, as well as of American fathers, are to 
be citizens of the United States. The United States is not the first country 
in the world to allow the nationality of the wife to determine that of the 
children although it is one of the first large nations to do so."® Under the 
old law only children of American fathers could be citizens at birth. Chil- 
dren of American mothers acquired no American nationality. Between 
1907 and 1922 when American women marrying foreigners lost their 
American nationality there was some logic in this, though even then they 
might resume their American nationality upon the dissolution of the mar- 
riage. Prior to 1907, when they did not lose nationality unless they estab- 
lished residence in the country of their husband’s nationality, there was 
less reason.’ Since 1922, from which date American women have not lost 
their nationality by marriage, there has been even less reason for not giving 
American nationality to their children.” Many such women return to the 
United States upon the death of their husbands or upon separating. Up to 
1922 an American woman marrying a foreigner who resumed her American 
citizenship upon the dissolution of her marriage might by such resumption 
give American nationality to her foreign born children. Such nationality 
was, however, derivative and not jure sanguinis. After 1922 there was no 
resumption since she did not lose her United States citizenship by mar- 
riage. The children were therefore foreigners as the old statute made only 
children of American fathers American citizens jure sanguinis. Such was 
the strange result of the 1922 statute designed to give equality to women. 
Hence the children would have to be separately naturalized. Under the 
new law her children are Americans jure sanguinis. 

® Weedin v. Chin Bow, 274 U.S. 657 (1927). 

7° In 1933 thirteen countries allowed women to transmit nationality, among them Soviet 


Russia and Turkey. Crozier, The Changing Basis of Women’s Nationality, 14; 8 B. U. L. 
Rev. 129, 152 (1934); cf. Proc. Amer. Soc. Int. Law 97 (1926). 

™ Wallenburg v. Mo. Pac. Ry., 159 Fed. 217 (C.C.D. Neb. 1908); Hover, Citizenship of 
Women in the United States (1932); 26 Am. J. Int. L., 700, 704 (1932). 

™ Tt has not of course been claimed that giving the wife independent nationality results in 
her children born abroad taking her nationality. The old statute expressly referred to children 
of American fathers. But the logical next step in the way of legislation was to give the children 
of American mothers American nationality. Cf. Ernest J. Schulter, The Effect of Marriage 
on Nationality, Int. Law Association, Rep. of the 32d Conf. (1923) 9, 20. 
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Family unity is assisted by giving her nationality to her children. If the 
children of American fathers are to acquire American citizenship, equality 
of the sexes demands that the children of American mothers likewise should. 
The welfare of the children is promoted by linking them more closely with 
the mother. The new statute is in line with the following voeu adopted by 
the Hague Conference on the Codification of International Law in 1930: 

“The Conference recommends to states the study of the question 
whether it would not be possible 

1. To introduce into their law the principle of the equality of the sexes 
in matters of nationality, taking particularly into consideration the inter- 
ests of the children.” 

But while American citizenship at birth may be acquired through the 
mother as well as the father a restriction as to foreign-born children is laid 
down which did not exist in the old act. If one of the parents is an alien 
the child must come to the United States and reside there at least five 
years continuously immediately previous to his eighteenth birthday and 
within six months after his twenty-first birthday must take an oath of 
allegiance to the United States of America. Under the old act, citizenship 
passed to the child of an American father whether the child ever came to 
the United States at all and without the taking of any oath of allegiance." 
Under the new act some affirmative action on the part of the child is re- 
quired. Where both parents are United States citizens, however, no action 
on the part of the child is required. He is an American citizen by virtue of 
the fact that his parents are citizens and he continues to be one though he 
never comes to the United States nor takes an oath of allegiance. Where 
both parents are citizens one of them must have resided in the United 
States prior to the birth of the child, but apparently not both of them. 

It is possibly open to argument that under the new act a child born 
abroad of an alien and one American parent acquires citizenship at birth, 
subject to loss upon the failure to come to the United States and to take 
an oath of allegiance."* But the more reasonable meaning seems to be that 
such a child does not acquire citizenship at all until he shall have complied 
with these conditions. It is true that the section commences by saying 


3 24 Am. J. Int. L., Spec. Supp. 183 (1930). 

4 But though no act was necessary to secure citizenship it was to secure protection. Under 
34 Stat. 1229 (1907), 8 U.S.C.A. § 6 (1926), to receive protection the child was required upon 
reaching the age of eighteen years to record at an American consulate his intention to become 
a resident and remain a citizen of the United States, and to take an oath of allegiance upon 
attaining his majority. 

8 Professor Edwin W. Borchard takes this view, and notes that the United States Attorney 
General has so construed this provision. Letter to writer, September, 1934. 
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that any child born abroad, whose father or mother is a citizen, is declared 
to be a citizen. Yet the very same sentence provides that “the rights of 
citizenship shall not descend” unless the citizen parent has resided in the 
United States prior to the birth of the child. The next sentence provides 
that “the right of citizenship shall not descend” unless the child comes to 
the United States. It is true that the Act of March 2, 1907, provides that 
foreign born children, American nationals at birth, who continue to reside 
outside the United States must, in order to receive the protection of the 
American government upon reaching the age of eighteen years, record at 
an American consulate their intention to become residents and remain 
citizens of the United States, and must also take an oath of allegiance 
upon attaining their majority. But receiving protection is a wholly differ- 
ent matter from continuing to be United States citizens. The 1907 act in 
express terms speaks of protection. The new law says nothing about pro- 
tection but speaks of citizenship descending to children complying with 
the conditions of the statute. To speak of citizenship “descending” is to 
speak awkwardly,” but seems to convey the idea of conferring citizenship. 

The provision that the child must come to the United States and live 
here for five years before his eighteenth birthday will doubtless give rise to 
hardship and inconvenience in many cases. This is particularly true in 
cases in which the American parent is living abroad for the purpose of rep- 
resenting the government of the United States or other American inter- 
ests. It may be extremely difficult to send the child to the United States 
at so young an age and for so long a period. Even the old law governing 
merely protection instead of citizenship simply required the recording at 
an American consulate of an intention to become a resident and to remain 
a citizen of the United States. The child did not have to come immediate- 
ly to the United States. Even if he did none of those things he would still 
remain an American citizen. 

This section also has the effect of producing additional cases of dual 
nationality and also cases of statelessness. There will be further cases of 
dual nationality since the children of American mothers as well as Ameri- 
can fathers are made possible citizens. However, while there will be more 
cases as regards transmission through both parents, there will, on the 
other hand, be less cases of dual nationality because of the requirement 
that the children must come to the United States. Since many of them will 
never come they will never acquire American nationality. 

Even if the act should result in more cases of dual nationality that is not 
necessarily a serious fault. It may be very advantageous to the child to 

6 41 Harv. L. Rev. 643, 646 (1928). 
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have several nationalities. It gives the mother equality of right as to her 
children. If it be true that another class of dual nationality cases is cre- 
ated, it should be borne in mind that such dual nationality already exists 
as to the children of American fathers. As an original matter, why accept 
dual nationality as to the fathers and deny it as to the mothers? Or why 
not let only the mother transmit nationality? The evils of dual nationality 
whether through father or mother or both have been much exaggerated. 
Too often critics object to it without assigning any reasons or very feeble 
ones therefor. Certainly the mere disturbance of the symmetry of the 
legal systems per se is not a sound objection. A really valid objection 
emerges in countries where personal rights and status are made to depend 
on nationality rather than domicile. It would seem that the nationality 
conferred on children of American mothers born abroad is an advantage 
and not a hindrance to them. 

It is believed that the new statute will not create many international 
disputes because of dual nationality. Diplomatic controversies arising 
from conflicting claims respecting the nationality of children during their 
minority have been relatively infrequent."? In such cases the United 
States has respected the claims of the foreign state so long as the child 
continued to reside within its territory whether the claim was by right of 
birth under the jus sanguinis or the jus soli. 


There is also danger, small no doubt, of statelessness. Children not 
coming to the United States will not acquire United States nationality. 
On the other hand, if the state in which they are born does not apply the 
jus soli they will not have the citizenship of that state. The modern trend, 
however, is to claim all persons born within the country so that cases of 
statelessness would be so rare as to give but small concern. Cases of state- 


17 Hyde, The Nationality Convention Adopted by the League of Nations Committee of 
Experts for the Progressive Codification of International Law, 20 Am. J. Int. L. 726, 727, 
note 3 (1926). On the other hand the view is taken by Flournoy that additional confusion will 
result. Flournoy, Nationality Conventions, Protocols, and Recommendations Adopted by the 
First Conference on the Codification of International Law, 24 Am. J. Int. L. 467, 477 (1930). 
He suggests as an alternative solution that the child have the nationality of the mother 
only, if born in the country of her nationality, and the nationality of the father only, if born in 
the country of his nationality, and that as to children born in third countries, the nationality 
should be determined by agreement between the parents. See also Flournoy, The Proposed Pan 
American Convention for Preventing Dual Nationality, Proc. Amer. Soc. Int. Law 69, 71 
(1925). The Research in International Law, Harvard Law School, Draft Convention on 
Nationality, art. 12, 23 Am. J. Int. L., Spec. Supp. 41 (1929) provides: “A person who has 
at birth the nationality of two or more states shall, upon his attaining the age of twenty- 
three years, retain the nationality only of that one of the states in the territory of which he then 
has his habitual residence; if at that time his habitual residence is in the territory of a state of 
which he is not a national, such person shall retain the nationality only of that one of those 
states of which he is a national within the territory of which he last had his habitual residence.” 
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lessness of this kind would be eliminated by a provision that such children 
would acquire and retain American citizenship if the law of the place of 
their birth failed to give local citizenship. 

It is quite possible that the child may become a United States citizen at 
birth even though one parent is ineligible to United States citizenship." 
The statute does not say that both parents must be eligible to United 
States citizenship. The child of an American mother and a Japanese 
father might thus become a United States citizen. In fact the Senate re- 
jected a clause that if one parent is of a race ineligible for citizenship the 
child cannot be accounted a United States citizen."® This clause was re- 
garded as an insult to the Japanese and Chinese. 

Since derivative citizenship in the United States was not acquired by a 
minor foreign born child through its adoptive parents, whether the father 
or mother,?° there was no need for establishing equality of the sexes as to 
such children. 

But the new law would seem to change the rule «s to illegitimate chil- 
dren. Under the old practice a child born abroad of an unmarried Ameri- 
can mother acquired American citizenship,” though strictly this seemed in 
conflict with the statutory rule of descent through the father.” If, how- 
ever, the child’s father was an alien and its birth was subsequently legiti- 
mated under the laws of his country, the child lost its claim to American 


citizenship. Under the new law it would seem that both illegitimate and 
legitimated children of American mothers might acquire United States 
citizenship as well as children born in wedlock. 

The statute indicates that the United States still favors the jus san- 
guinis as a basis of American nationality at birth as well as the jus soli.?3 In 
one sense it is an expansion of the jus sanguinis since the children of Amer- 
ican mothers are made citizens. But the other important provision of the 


18 See the citation of opinions and cases by Hover, Derivative Citizenship in the United 
States, 28 Am. J. Int. L. 255 (1934). 


"9 New York Times, Apr. 28, 1934, p. 3, col. 2. 


20 Powers v. Harten, 183 Iowa 764, 167 N.W. 693 (1918); State Dept. Memo., Oct. 28, 1928. 
State Dept., Memo., Oct. 27, 1932. 


22 On the other hand, illegitimate children of American fathers did not acquire American 
nationality unless there was a subsequent legitimation. Guyer v. Smith, 22 Md. 239, 85 Amer. 
Dec. 650 (1864); Moore, Dig. III 287; note 41 Harv. L. Rev. 643, 646 (1928). 

#3 The jus sanguinis either alone or with the jus soli is applied in all the countries of the 
world. Mr. Jones Brown Scott is almost alone in advocating the jus soli. Scott, Nationality: 
Jus Soli or Jus Sanguinis, 24 Am. J. Int. L. 58 (1930). That it would be futile to attempt 
to get all states to adopt a uniform rule is the view of Flournoy, Nationality Convention, 
Protocols, and Recommendations Adopted by the First Conference on the Codification of 
International Law, 24 Am. J. Int. L. 467, 470, 477 (1930). The jus sanguinis, as well as the 
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act in effect does much to deflate the principle. Where one parent is an 
alien the child must come to the United States and reside there continu- 
ously immediately previous to his eighteenth birthday and must within 
six months after his twenty-first birthday take an oath of allegiance. The 
severity of this requirement means that many foreign born children will 
not obtain American citizenship. 


NATURALIZATION OF CHILDREN THROUGH THE PARENTS 
Section 2 provides that: 


“Section 5 of the Act entitled ‘An Act in reference to the expatriation of citizens and 
their protection abroad,’ approved March 2, 1907, as amended, is amended to read as 
follows: 

‘Sec. 5. That a child born without the United States of alien parents shall be 
deemed a citizen of the United States by virtue of the naturalization of or resumption 
of American citizenship by the father or the mother: Provided, That such naturaliza- 
tion or resumption shall take place during the minority of such child: And provided 
further, That the citizenship of such minor child shall begin five years after the time 
such minor child begins to reside permanently in the United States.’ ” 


This section makes two changes in the old law.** The new law pro- 
vides for citizenship of a child born outside of the United States of alien 
parents by the naturalization of or resumption of American citizenship by 
either the father or the mother. The old law provides for such citizenship 


by virtue of the act of “the parent.” While on a literal construction the 
parent might be the mother as well as the father, by interpretation it was 
not, except when the female parent was a femme sole or when she remar- 
ried.” The “parent” could be only the father. Prior to 1922 married 
women took the nationality of the husband. A married woman could not 
apply for naturalization apart from her husband. His naturalization re- 
sulted in her naturalization with no act on her part. The naturalization 
of the children followed upon his naturalization as soon as the child began 
to reside permanently in the United States. Since 1922, however, the 


jus soli, is approved of as a basis of nationality in The Research in International Law, Harvard 
Law School, Draft Convention on Nationality. Art. 3, 23 Am. J. Int. L., Spec. Supp. 27 (1929). 
Domicile is advocated by Wigmore in Domicile, Double Allegiance, and World Citizenship, 
2 Ill. L. Rev. 761 (1927). 

24 This requirement is much stricter than that laid down in Research in International Law, 
Harvard Law School, Draft Convention on Nationality, Art. 4, 23 Am. J. Int. L., Spec. 
Supp. 30 (1929): “A state may not confer its nationality at birth (jure sanguinis) upon a 
person born in the territory of another state beyond the second generation of persons born and 
continuously maintaining an habitual residence therein, if such person has the nationality of 
such other state.” 

*% 34 Stat. 1229 (1907), 8 U.S.C.A. §8 (1926). 


* Hover, Derivative Citizenship in the United States, 28 Am. J. Int. L. 255, 263 (1934). 
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naturalization of the husband does not result in the naturalization of the 
wife. The wife must herself take steps to become naturalized. The wife 
can now proceed to become naturalized before or after the husband and 
irrespective of whether the husband ever becomes naturalized. If she is 
to have equal rights with her husband in the control of the children she 
should have the power to confer nationality upon the children as well as 
the husband. Up to the present act if the wife became naturalized and the 
husband stayed an alien, no citizenship passed to the children according 
to the Departments of Labor and of Justice. The only court decision on 
the subject so held.?’ 

It is true that such naturalization may result in increased possibilities 
of dual nationality. If the husband retains his nationality it is likely that 
by the law of his country the children will also continue to be nationals of 
the country of emigration. Such possibility is considerably counteracted, 
however, by the requirement of five years’ residence by the child. During 
such five years the child would keep the nationality of its father. 

The second main change in this section is the requirement that the child 
shall not gain citizenship until it has resided at least five years in the 
United States.** The rather awkward proviso of the statute is that “the 
citizenship of such minor child shall begin five years after the time such 
minor child begins to reside permanently in the United States.” Under 
the old law citizenship was to commence as soon as the child began to re- 
side permanently in the United States. Thus a child living with its father 
at the time of his naturalization might become a United States citizen at 
once. As under the old law, children do not have to be present in the 
United States at the time of their parents’ naturalization. 

The necessity of five years’ residence may cause hardship in some cases. 
Possibly a very young child might be better off ifit were naturalized as soon 
as the parent was. Everything else being equal the children and the par- 
ents ought to have the same nationality. However, if the child comes to 
the United States with the parents, it will gain nationality as soon as the 

27In re Citizenship Status of Minor Children Where Mother Alone Becomes Citizen 
through Naturalization, 25 F. (2d) 210 (D.C. N.J. 1928). Under the old law in case of divorce 
if the father still lived and remained an alien, the mother might give nationality to minor chil- 
dren by her naturalization if she had the legal custody of the children in the United States and 


the father lived abroad. In re Lazarus, 24 F. (2d) 243 (D.C. Ga. 1928). The State Department 
required simply separation and legal custody of the child by the mother. Memo., State Dept., 
Feb. 10, 1933. 

8 This is in harmony with Article 14 of the Draft Convention on Nationality of the Re- 
search in International Law, Harvard Law School, 23 Am. J. Int. L., Spec. Supp. 51 (1929): 
“Except as otherwise provided in this convention, a state may not naturalize an alien who has 
his habitual residence within the territory of another state.” 
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parents, since a minimum of five years is required to become a United 
States citizen. Only children who came after their parents came would 
get their citizenship later. Since such children came later they would be 
less familiar with American institutions. From one point of view the re- 
quirement of five years’ residence is the giving of a right to children which 
they did not have before. That is to say, they no longer become United 
States citizens without having some voice in the matter. A complete right 
of election is not, however, given, since five years’ residence makes the 
child a citizen without his taking an oath of allegiance or any other formal 
step.2? Women once became American nationals without any voice in the 
matter when their husbands were naturalized or on their marriage to 
American husbands. Possibly the analogous step of giving some voice in 
the matter should be adopted as to children.*° Yet the relation of depend- 
ence in the case of children is so much clearer than in the case of wives that 
caution is necessary in carrying over any analogy. It may well be that the 
right of the children not to gain American nationality is a wholly empty 
right. The real purpose of the proviso, however, was doubtless to protect 


the United States against persons with little or no preparation to become 
citizens. 


RENUNCIATION OF AMERICAN CITIZENSHIP ON 
MARRIAGE TO FOREIGNER 


Section 3 provides: 


“A citizen of the United States may upon marriage to a foreigner make a formal 
renunciation of his or her United States citizenship before a court having jurisdiction 
over naturalization of aliens, but no citizen may make such renunciation in time of 
war, and if war shall be declared within one year after such renunciation then such 
renunciation shall be void.” 


This section makes two changes in the old law.** Under the old law an 
American woman marrying a foreigner could formally renounce her citi- 
zenship upon marriage but an American man marrying a foreign woman 


29 That a child naturalized during minority through the naturalization of the parent should 
be allowed upon attaining majority to renounce such naturalization before an appropriate tri- 
bunal before reaching the age of twenty-two is advocated by Hazard, International Problems 
in Respect to Nationality by Naturalization and of Married Women, Proc. Amer. Soc. Int. 
Law 67, 73 (1926). Richard W. Flournoy, Jr. would give the child a right of election, but 
would treat continued domicile in the United States after reaching majority as an election to be 
an American citizen and an American citizen only. Proc. Amer. Soc. Int. Law 102 (1926). 

3° In the converse situation of an American child taken abroad during her minority by her 
father who became a naturalized Canadian citizen, it was recently held that the child did not 
lose its American citizenship. In re Reid, 6 F. Supp. 800 (D.C.D.Ore. 1934). But see contra 
Ostby v. Salmon, 177 Minn. 289, 225 N.W. 158 (1929). 

# 46 Stat. 1511 (1931), 8 U.S.C.A. § 397 (Supp. 1933). 
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could not. The new law gives an American man marrying a foreign 
woman the same privilege. This is one instance where men are given 
equality with women. It has been suggested that neither spouse should 
have the privilege of renunciation, particularly not the wife, since it may 
result in coercion by the other spouse.** 

The second change is that no such renunciation may be made in time 
of war and that a renunciation made one year before war is declared is 
void. Express consent to expatriation by marriage is thus given. But that 
there is no unlimited right of expatriation in the view of Congress is thus 
written into the statute.*4 Perhaps the difficulties arising out of renuncia- 
tion by American women during time of war would not be great. In fact, 
women marrying in time of war would perhaps be less prone to renounce 
their citizenship than those marrying in time of peace, except those few 
who would assist the enemy. But since the statute confers the right of re- 
nunciation on men as well as women it is not unlikely that many men 
might seek to avoid military service by renouncing their American na- 
tionality if they could do so in time of war. 

The spouse renouncing his American citizenship may do so without 
abandoning his or her residence in the United States. Thus an American 
woman marrying a foreigner might never leave the United States yet still 
lose her citizenship. It would seem desirable to add to the prerequisites for 


expatriation that the person give up his residence in this country. The 
formal renunciation might be made here but it could be treated as ineffec- 
tual until the spouse gave up his or her American residence.** 


NATURALIZATION OF ALIENS MARRYING AMERICANS 
Section 4 of the Act provides: 


“Section 2 of the Act entitled ‘An Act relative to the naturalization and citizen- 
ship of married woman’, approved September 22, 1922, is amended to read as follows: 


# This criticism is made by Vallat, The Nationality of Married Women, 12 Can. Bar Rev. 
283 (1934). 

33 Crozier, The Changing Basis of Women’s Nationality, 14 B. U. L. Rev. 129, 136 (1934). 

34 See Borchard, Decadence of the American Doctrine of Voluntary Expatriation, 25 Am. 
J. Int. L., 312 (1931). 

35 It has been suggested even that nationality of both spouses be made to depend upon the 
matrimonial domicile. Charles Cheney Hyde, Aspects of Marriage between Persons of Differing 
Nationalities, 24 Am. J. Int. L. 742 (1930). Art. 19 of the Draft Convention on Nation- 
ality of the Research in International Law of the Harvard Law School, 23 Am. J. Int. L., 
Spec. Supp. 16 (1929) provides: “A woman who marries an alien shall in the absence of a con- 
trary election on her part, retain the nationality which she possessed before marriage, unless 
she becomes a national of the state of which her husband is a national and establishes and main- 
tains a residence of a permanent character in the territory of that state.” 





110 THE UNIVERSITY OF CHICAGO LAW REVIEW 


‘Sec. 2. That an alien who marries a citizen of the United States, after the passage 
of this Act, as here amended, or an alien whose husband or wife is naturalized after the 
passage of this Act, as here amended, shall not become a citizen of the United States by 
reason of such marriage or naturalization; but, if eligible to citizenship, he or she may 
be naturalized upon full and complete compliance with all requirements of the natural- 
ization laws, with the following exceptions: 

‘(a) No declaration of intention shall be required. 

‘(b) In lieu of the five-year period of residence within the United States and the one- 
year period of residence within the State or Territory where the naturalization court is 
held, he or she shall have resided continuously in the United States, Hawaii, Alaska, or 
Porto Rico for at least three years immediately preceding the filing of the petition’ ”’ 

This section makes two material changes in the previous law.** Former- 
ly marriage to an American citizen made possible a simpler and shorter 
method of naturalization for foreign women only. A foreign man marrying 
an American woman had to take the same steps to become naturalized as 
did any other foreigner. Under the new law foreign men are put on an 
equal basis with foreign women who marry United States citizens. Both 
are permitted a simpler and shorter method of naturalization than other 
foreigners. This seems wholly desirable. It seems wise to encourage family 
unity when this can be done without forcing nationality on either spouse 
and where both husband and wife are treated exactly alike. As a woman 
herself has said: ‘Most of the previous speakers have assumed that inter- 
national marriages of this kind take place by a wife going to her husband’s 
country and taking his nationality, but I think probably a very great 
number of international marriages are the other way about, and it might 
be considered, if we should not recommend—as is done, for instance in 
Belgium, France, and some other countries—that special facilities should 
be given to men who marry the women of the countries in which they 
settle.’’37 

The second change is the requirement of three years’ residence instead 
of one. It is thus made more difficult for a foreign woman marrying an 
American to become an American citizen. The changed requirement 
amounts to a compromise between the old requirement of at least five 
years for aliens with alien wives and one year for alien women married to 
American husbands. This change is in the direction of greater care in the 
selection of American citizens. A person here for only one year, particu- 
larly an alien man, could scarcely be said to have any real knowledge of 
American ideals and customs. On the other hand a lesser period is helpful 

3% 42 Stat. 1022 (1922), 8 U.S.C.A. § 368 (1926). 


37 Macmillan, Int. Law Assoc. Report of the 33d Conf., 1924, p. 39. The same view was 
taken by Dr. Ludwick Ehrlick of Poland. Ibid., p. 45. See also, Macmillan, Nationality of 
Married Women: Present Tendencies, 7 Jour. of Comparative Legis. and Int. Law, 3d series, 
Part IV, 142, 153 (1925). 
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in the maintenance of the unity of the family without at the same time 
taking away the free choice of either spouse. 

At the same time the increased time required for alien women to gain 
American nationality will result in longer cases of statelessness.** Under 
the old law if, by the foreign law, a woman lost her citizenship upon mar- 
riage to a foreigner, her marriage to an American would result in stateless- 
ness for her for one year if she took steps to become naturalized, and per- 
manent statelessness if she did not. Under the new law she will be stateless 
for three years even when she takes steps to become naturalized. 

Statelessness of foreign women would be avoided if the law were to pro- 
vide that a foreign woman marrying an American citizen at once gain 
American nationality if by her own law she loses her old nationality upon 
marriage.*® Perhaps the United States should issue passports to alien 
wives of American citizens.*° This would not be undue discrimination in 
favor of women since the laws of the various countries providing for loss of 
nationality upon marriage are confined to women. Such a provision would 
be particularly desirable in the cases of aliens marrying Americans residing 
abroad for the purpose of representing the government of the United 
States or American interests of some kind. American foreign service offi- 
cers of career usually begin their service abroad when they are quite young 
and not infrequently marry aliens. To require that such wives reside 


three years in the United States may seem harsh. Perhaps all that should 
be required should be the taking of an oath before a governmental agent 
abroad.“ The adoption by the United States and by other nations of the 


Hague Convention of April 12, 1930, would do away with statelessness of 
married women.” It provides:* 


38 Statelessness is not, however, something inherently connected with sex equality and in- 
dependent nationality of married women. When other states adopt the same principle there is 
then no problem of statelessness. In fact if the other nations adopted the principle as they in- 
creasingly are doing, and the United States departs from it, there will be as much conflict as 
ever, since an American woman marrying a foreigner would lose her American nationality 
without gaining foreign nationality. On the general problem see Seckler-Hudson, Stateless- 
ness; with Special Reference to the United States (1934). 


39 Schuster, The Effect of Marriage on Nationality, Int. Law Assn. Report of the 32d 
Conf. 9, 23 (1923). 


4° Reeves, Nationality of Married Women, 17 Am. J. Int. L. 97 (1923). 


# Hill, Citizenship of Married Women, 18 Am. J. Int. L. 720, 730 (1924); Miller, Recent 
Developments in the Law Concerning Nationality of Married Women, 1 Geo. Wash. L. Rev. 
330, 350 (1933). 


# This convention has been much criticized by proponents of sex equality to women in 
every respect. It is, however, recommended as a worthwhile improvement over the present 
rules by Hudson, The Hague Convention of 1930 and the Nationality of Women, 27 Am. J. 
Int. L. 117 (1933). 


43 Convention on Certain Sections Relating to the Conflict of Nationality Laws, 24 Am. 
Jour. Int. Law, Spec. Supp. 192, 193, 194 (1930). 
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“Article 8. If the national law of the wife causes her to lose her nationality on mar- 


riage with a foreigner, this consequence shall be conditional on her acquiring the na- 
tionality of the husband. 


“Article 9. If the national law of the wife causes her to lose her nationality upon a 
change in the nationality of her husband occurring during marriage, this consequence 
shall be conditional on her acquiring her husband’s new nationality.” 


REMOVAL OF CERTAIN DISCRIMINATIONS 
Section 5 of the Act provides: 


“The following Acts and parts of Acts, respectively, are repealed: The Act entitled 
‘An Act providing for the naturalization of the wife and minor children of insane aliens, 
making homestead entries under the land laws of the United States,’ approved Febru- 
ary 24, 1911; subdivision ‘Sixth’ of section 4 of the Act entitled ‘An Act to establish a 
Bureau of Immigration and Naturalization, and to provide for a uniform rule for the 
naturalization of aliens throughout the United States,’ approved June 29, 1906; and 
section 8 of the Act entitled ‘An Act relative to the naturalization and citizenship of 
married women,’ approved September 22, 1922, as said section was added by the Act 
approved July 3, 1930, entitled ‘An Act to amend an Act entitled “An Act relative to 
naturalization and citizenship of married women,” approved September 22, 1922.’ 

“The repeal herein made of Acts and parts of Acts shall not affect any right or 


privilege or terminate any citizenship acquired under such Acts and parts of Acts be- 
fore such repeal.” 


Section 5 thus abolishes three old discriminations in favor of certain 
classes of women or women and children. Two of these discriminations 
had to do with naturalization and one with immigration. None of them 
involved matters of great importance. The repeal of the discriminations 
was wise, however, since it promoted the uniform administration of the 
naturalization and immigration laws. 

The first discrimination abolished was that allowing the wife and minor 
children of an alien who had declared his intention to become an American 
citizen but had become insane before actual naturalization, to become 
naturalized by complying with the other provisions of the naturalization 
laws without making any declaration of intention, provided that the wife 
made a homestead entry under the land laws of the United States after the 
husband became insane.** Today of course few aliens make homestead 
entries and the number of wives of insane aliens making such entries could 
not be large. Furthermore since 1922 the naturalization of the husband 
has not carried with it the naturalization of the wife. Under section 4 of 
the new act, the minor children must have resided within the United 
States at least five years before they can become:citizens. The old statute 
merely saved the wife and children a two years’ waiting period since the 


44 36 Stat. 929 (1911), 8 U.S.C.A. § 371 (1926). 
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declaration of intention was required to be made at least two years prior 
to admission to citizenship. 

The second discrimination repealed was very much like the first one. 
Under the part of the act repealed when any alien who had declared his 
intention to become a citizen died before he was actually naturalized his 
wife and minor children could by complying with the other naturalization 
provisions be naturalized without making any declaration of intention.‘ 
Under the decision of the United States Supreme Court in United States v. 
Manzi,“ the widow, in order to obtain the benefit of the deceased husband’s 
declaration of intention, had to file her petition for naturalization not less 
than two nor more than seven years after the date of such declaration of 
intention. Since after 1922 naturalization of the wife has not followed 
from that of the husband there has seemed no good reason to give any 
special privileges to his widow. If she wished to be naturalized she might 
have made her declaration of intention when he did or even before. If she 
neglected to make such declaration of intention there is no good reason 
why she should be able to make any use of his declaration of intention 
upon his death. The minor children do not stand in need of any protection 
either, since under section 2 of the new act they are naturalized upon the 
naturalization of the mother as well as the father. 

The third discriminatory law repealed dealt both with a phase of natu- 
ralization and one of immigration. It facilitated the naturalization of a 
certain class of married women by providing for their admission into the 
United States. It allowed the admission into the United States of a certain 
class of married women, namely, women eligible by race to citizenship 
who had married citizens of the United States prior to July 3, 1930, when 
such husbands were native-born citizens and members of the military or 
naval forces of the United States during the world war and were honorably 
discharged.*? To be more accurate, it provided that these women should 
“not be excluded from admission into the United States under section 3 
of the immigration act of 1917” unless they were excluded under the pro- 
visions of that section relating to— 


“(a) Persons afflicted with a loathsome or dangerous contagious disease, except 
tuberculosis in any form; 

“(b) Polygamy; 

“(c) Prostitutes, procurers, or other like immoral persons; 

“(d) Persons convicted of crime: Provided, That no such wife shall be excluded be- 
cause of offenses committed during legal infancy, while a minor under the age of twen- 


45 34 Stat. 598 (1906), 8 U.S.C.A. § 375 (1926). 
# 276 U.S. 463 (1928). 
47 46 Stat. 849 (1930), 8 U.S.C.A. § 137a (Supp. 1933). 
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ty-one years, and for which the sentences imposed were less than three months, and 
which were committed more than five years previous to the date of the passage of this 
amendment; 

“(e) Persons previously deported; 

“(f) Contract laborers.” 


This meant that among others the following undesirable classes of 
women might be admitted: idiots, imbeciles, feeble-minded persons, 
epileptics, insane women, women of constitutional psychopathic inferior- 
ity, women with chronic alcoholism, women afflicted with tuberculosis, 
anarchists and women unable to read.** Obviously the admission of such 
women was injurious to the interests of this country. While veterans were 
perhaps entitled to some special treatment the old law went beyond 
reason. 


CONCLUSIONS 


The legal position of married women in the United States has constant- 
ly improved ever since 1922. In 1922 it was laid down that American 
women marrying foreigners should not lose their American citizenship by 
marriage, except in cases of marriage to aliens racially ineligible to citizen- 
ship.*? Foreign born women were not to gain American citizenship by 
marriage to American men. This latter provision put women on an equal 
basis with men though in actual fact it probably resulted in more harm 


than good to the women aside from the fact that they were given a voice 
in the matter. Although men married to American citizens under the new 
1934 act are given the same shortened period as women in which they can 
become citizens, men really have a superior position since they have the 
contacts of their jobs, or their unions, or their lodges.s° From the point of 
view of the United States the position of an American woman marrying a 
foreigner is quite different from that of a foreign woman marrying a citizen 
of the United States. This is shown among other ways by the fact that 
from 1855 to 1922 an alien woman marrying an American citizen became 
an American citizen, while an American woman marrying a foreigner lost 
her American nationality by statute only after 1907.” 

Prior to 1922 when the alien wife became naturalized through the 
naturalization of the alien husband, the name of the wife was designated 
in the uniform naturalization certificate issued to naturalization courts by 


48 39 Stat. 875 (1917), U.S. Comp. Stat. 1918, § 4286 f. 

49 42 Stat. 1022 (1922), 8 U.S.C.A. § 9 (1926). 

58° Breckinridge, Marriage and the Civil Rights of Women (1931), 1509. 
St ro Stat. 604 (1855), 8 U.S.C.A. § 6 (1926). 

82 34 Stat. 1228 (1907), 8 U.S.C.A. § 9 (1926). 
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the Department of Labor. No other evidence of the wife’s derived 
nationality was then issued. But under the provisions of the Act of 
March 2, 1929, such derived citizenship may be evidenced by separate cer- 
tificates of derivative citizenship, issued by the Commissioner of Naturali- 
zation.’ Of course there is no such thing as derivative citizenship by the 
wife except as to marriages before 1922. 

Section 1 of the Act of July 3, 1930, repealed another discrimination 
against women.*4 Between September 22, 1922, and the Act of 1930, al- 
though American women marrying aliens did not lose their citizenship by 
virtue of marriage, they were subject to the same presumptions regarding 
expatriation as naturalized citizens. That is to say, there was a pre- 
sumption of expatriation upon two years’ residence in the country of 
the husband’s nationality, or by two years’ residence in any other 
foreign country.** The residence of married women in a foreign country 
now subjects women only to the same loss of nationality that arises in 
the case of all native born citizens under the Act of March 2, 1907, which 
in effect limits expatriation to an express oath of allegiance to a foreign 
country, or to foreign naturalization.* 

The Act of March 3, 1931, was another step towards equality since it 
repealed the provision of the 1922 act making marriage to an alien racially 
ineligible terminate her citizenship, recoverable upon dissolution of the re- 
lation.s? American men who married women ineligible to citizenship had 
never lost their citizenship thereby. One writer has said that upon the 
passage of these acts of 1930 and 1931 “for the first time in American his- 
tory, native-born women, of whatever race, attained parity with native- 
born male citizens in regard to their citizenship status.’’s* It seems clear 
that these new rights like other rights which have been conferred on women 
will never be surrendered. But that the laws will remain unchanged is 
far from. certain since, as has been said, “there seem to be no laws which 
are more fluid and subject to change than nationality laws.”’’® 

The new law, it is to be noted, does nothing to promote race equality as 
respects naturalization. Nationality at birth jure soli is not affected since 
of course persons of any race born here are American citizens under the 

53 45 Stat. 1515 (1929), 8 U.S.C.A. § 399 (1926). 

5466 Stat. 854 (1930), 8 U.S.C.A. § 9 (1926); see 35 Op. Atty. Gen. 351 (1927). 

55 42 Stat. 1022 (1922), 8 U.S.C.A. § 9 (1926). 

56 34 Stat. 1228 (1907), 8 U.S.C.A. § 17 (1926). 

57 46 Stat. 1511 (1931), 8 U.S.C.A. § 370 (1926), Cum. Supp., 1933. 

588 Hover, Citizenship of Women in the United States, 26 Am. J. Int. L. 700, 712 (1932). 

89 The Harvard Research in International Law, Harvard Law School, 23 Am. J. Int. L., 
Spec. Supp. 22 (1929). 
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Fourteenth Amendment. Nationality at birth jure sanguinis is altered so 
that the children of American mothers born abroad now become United 
States citizens. Hence the foreign born children of a Chinese or Japanese 
woman born in the United States would now be American. This is by way 
of sex equality, however, not racial equality since previously the children 
of no American woman, whatever her race, were American by virtue of her 
nationality. Even under the present law if the native born American 
woman of Japanese or Chinese descent were to have children born abroad 
by a husband racially ineligible to become a United States citizen it is not 
clear that they would have American nationality or be entitled to enter 
the United States. 

With respect to naturalization the new statute does not change the old 
rule under which only “white persons” or “persons of African descent” 
might be naturalized.® Hence persons of other nationality might not gain 
American nationality, The United States Supreme Court in an unfor- 
tunate dictum has recently indicated that this may bar persons “if the 
strain of colored blood in them is a half or a quarter, or, not improbably, 
even less.” Since but few immigrants of any race are now admitted, and 
the number of racially ineligible persons here is small, it would seem the 
politic thing for the United States to alter its immigration laws so as to put 
all states on a quota basis and then permit all those who come in to be 
naturalized. It is desirable that permanent inhabitants of a state be citi- 
zens. Incapacity to gain citizenship results in ill-feeling in those who can- 
not gain it and on the part of their countries. This is all the more true 
where the prohibition is extended to persons having blood of less even than 
half of the excluded race. Naturalization ought to be open to all aliens per- 
manently residing in the United States, who are legally in the United 
States, and legally entitled to remain there, and who are able to satisfy all 
the requirements of personal fitness. 

The admission of the various races to American citizenship is a matter of 
policy on which there is much division of opinion. So the admission of paci- 
fists and conscientious objectors involves matters of emotion.” Perhaps 
there would be the least objection to admitting women, who would not of 
course take an active part in war anyhow, though this would run counter 
to the doctrine of sex equality. The admission of men unwilling to bear 


6 16 Stat. 256 (1870), 8 U.S.C.A. § 359 (1926). 


% Morrison v. People of California, 54 Sup. Ct. 281, 283 (1934), criticized by McGovney, 
Naturalization of the Mixed Blood—A Dictum, 22 Cal. L. Rev. 377 (1934). 

6 See Wigmore and others, United States v. Macintosh—A symposium, 26 Ill. L. Rev. 375- 
396 (1930); Gettys, The Law of Citizenship in the United States (1934), 178. 
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arms in case of war but otherwise eligible and desirous of supporting 
American institutions, if conceded to be desirable, is perhaps too impossi- 
ble of realization to be deserving of much consideration. The present 
armed state of the world is not a happy augury of any such reform. 

The newstatute can scarcely be said to represent a comprehensive codifi- 
cation of the existing law as to nationality concerning the four topics 
studied by the committee of cabinet members appointed by the President 
in April 1933.3 It removes several minor discriminations. It does not go 
beyond the scope of the topics suggested, in fact does not cover them fully. 
There is no evidence of any intention to copy the best features of the 
British practice. The first two topics, those of acquisition of nationality at 
birth and through naturalization are covered to some extent. The act does 
not attempt to deal with nationality at birth jure soli, which of course is 
prescribed by the Fourteenth Amendment. It might have provided for an 
easy mode of expatriation for the children of foreign consuls born in this 
country and possibly for the children of transient aliens born here. The 
act confines itself to dealing with nationality at birth jure sanguinis. Here 
it represents a double reform. Sex equality is attained by allowing Ameri- 
can mothers to transmit citizenship to children born abroad. This is well 
within the rules of public international law if it be conceded that there are 
certain limitations as to who may be made citizens by a country.®4 Dual 
nationality is avoided by giving American citizenship only to children who 
reside in the United States and take an oath of allegiance. However, no 
such requirement is laid down where both parents are Americans, the only 
limitation in the latter case being that one of the parents must have re- 
sided in the United States prior to the birth. 

The provisions of the new act dealing with naturalization cannot be said 
to represent a codification of the rules governing naturalization. They do, 
however, make two important changes. They allow children to be natu- 
ralized through the mother as well as the father. They also make naturali- 
zation of children more difficult by requiring them to reside at least five 
years in the United States, thus discouraging dual nationality. It is not 
thought necessary to go so far as expressly to give children an easy method 
of renouncing their American citizenship though of course under the Act of 
March 2, 1907, they might be deemed expatriated by taking ‘“‘an oath of 


6s For an able critique of the old law see Gettys, supra note 62. 


6s Perhaps it may be said to be a rule of international law that citizenship can be predicated 
only on birth within the territory, blood relation, marriage, ownership of property, and resi- 
dence. The United States could not, for instance, declare all persons living in Western Europe 
or all believers in democracy American citizens. 
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allegiance to any foreign state.’’5 Nor is any provision made as to the 
effect of subsequent loss of nationality of the parent on that of the minor 
child. 

The third proposed subject, that of loss of American nationality, is only 
incidentally dealt with in the new act. An American citizen whether man 
or woman marrying a foreigner is given the right to renounce his American 
citizenship except in time of war. Under the old law this right was con- 
fined to American women. No other phase of the subject is dealt with. 
Nor is the subject of protection of American citizens abroad covered. 

Neither is the subject of nationality in outlying possessions of the 
United States dealt with in the new statute.® This is a subject which re- 
quires careful study of each possession and its present and likely future re- 
lation to the United States. To be solved are such problems as whether 
children of foreigners born in the possessions are to be treated as American 
nationals and whether children of American nationals of the possessions 
born abroad are to be so treated. Congress, in legislating only concerning 
continental United States, was probably pressed for time and felt unpre- 
pared to deal with the possessions. In this it acted not so much differently 
from the United States Supreme Court which, though authorized to lay 
down rules of procedure after verdict in criminal cases in the outlying 
possessions, confined itself to continental United States. 


6 34 Stat. 1228 (1907), 8 U.S.C.A. § 17 (1926). 


For an excellent discussion see McGovney, Our Non-Citizen Nationals, Who Are 
They?, 22 Calif. L. Rev. 593 (1934). 





COMMENT 


“PRACTICE OF LAW” BY NON-PECUNIARY 
CORPORATIONS: A SOCIAL UTILITY 


Henry WEIHOFEN* 


N 1930, Cook County, Illinois, was deep in a fearful tax muddle. A 

clumsy and outmoded taxing machinery, a wide-spread practice of 
tax “fixing” by politicians, and a hampering constitutional provision, had 
led to such popular dissatisfaction as to result in a wide-spread tax 
“strike.”* One of the most powerful groups harassing the authorities in 
their attempts to collect real estate taxes was an organization called the 
Association of Real Estate Taxpayers of Illinois, originally promoted by 
certain large property owners, but having a membership in 1932, of up- 
ward of 23,000 taxpayers. This organization first attempted to have the 
legislature adopt a funding program for the 1929 Cook County taxes by the 
issuance of 20-year bonds. Unsuccessful in this, the association in 1930 
sought reassessment of personal property in Cook County by the Illinois 
State Tax Commission, contending (with good reason) that personal 
property was largely escaping taxation, in spite of the constitutional re- 
quirement of uniformity of taxation. Again unsuccessful, the association 
determined to resort to the courts. Several suits were filed by the associa- 
tion in the individual names of members, attacking the validity of the 
taxes for 1929 or 1930. It did succeed in having a judge sign a writ of 
mandamus ordering the board of review to place $16,000,000,000 of 
omitted personal property on the tax rolls, and in obtaining a judgment of 
the county court holding the tax rolls for those years void for fraud. This 
was later reversed by the Illinois Supreme Court, but in the meantime, 
the association, taking the position that the tax rolls were null and void 
for fraud, had advised taxpayers not to pay their tax bills for those years. 

In this situation, the State’s Attorney caused an information to be filed 
against the association in the Supreme Court of the state in the name of 
the people, seeking to have the association punished for contempt of court 
for illegally engaging in the practice of law, and also to have it enjoined 
from continuing such practice, the theory being that the association, by 


* Instructor, University of Colorado School of Law. 
* See Kent, Tax Litigation in Illinois, 1 Univ. Chi. L. Rev. 698 (1934). 
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having attorneys employed by it conduct law suits on behalf of its indi- 
vidual members, was engaging in the practice of law, and that, being 
organized as a Corporation not for profit, it came within the rule that a 
corporation cannot practice law. 

The court held that it had jurisdiction to punish for contempt both 
natural persons and corporations engaging in the unauthorized practice of 
law, and that the defendant was a corporation engaging in services which 
could be rendered only by one engaged in the practice of law, and that “it 
is well settled no corporation can be licensed to practice law. The fact 
that the respondent was a corporation organized not for profit does not 
vary the rule.” The association was accordingly found guilty of con- 
tempt, and fined $2,500.? 

Thus Cook County got rid of a very troublesome movement, and was 
handed what may turn out to be a very effective weapon with which to 
sandbag various other organizations which may, from time to time, arise 
to annoy or embarrass the authorities. 

The question we wish to raise here is: isn’t this all too effective a weap- 
on? Isn’t it a bit startling that an organization of 23,000 persons, banding 
together to do in their corporate name something which each of them had 
a perfect legal and constitutional right to do severally, and which nothing 
in the statutes of the state forbids them to do collectively, are nevertheless 
prohibited from doing so by a court? However we may feel about the par- 
ticular organization in question, have services such as it offered its mem- 
bers hitherto been looked upon as illegal? It is legal for two persons to 
agree to retain an attorney together, to handle certain of their legal affairs. 
Why is it illegal for 23,000 persons to do the same? 

The distinction, and the only distinction, which the court pointed out 
was that in this case, the 23,000 composed a corporation. It is true that it 
is well settled that a corporation cannot be licensed to practice law; in- 
deed, the cases are unanimous in so holding. However, the further propo- 
sition that “the fact that the respondent was a corporation organized not 
for profit does not vary the rule” is emphatically mot well settled. On the 
contrary, there is no prior case decided in any court of last resort, holding 
that a voluntary incorporated association, not for profit, may not engage in 
activities such as those of the Taxpayers’ Association. The Illinois court 
does not enlarge upon the single sentence quoted above. The proposition 
is evidently deemed to be self-evident. 

Reflection will show, however, that there is a world of difference be- 

? People ex rel. Courtney v. Assn. of Real Estate Taxpayers of Illinois, 354 Ill. 102, 187 
N.E. 823 (1933). 

3 See note, 73 A.L.R. 1327 (1931) and cases cited infra. 
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tween prohibiting pecuniary corporations from going into the “law busi- 
ness,’ on the one hand, and on the other, prohibiting individuals from 
banding together in voluntary, non-pecuniary associations, to provide for 
themselves certain legal services. The characteristics of business corpora- 
tions as practitioners in such a field as law are well known. Formed solely 
for economic purposes and consisting of merely abstract economic inter- 
ests, such corporations have treated competitors, employees and the pub- 
lic in a purely economic fashion. While this may insure a limited species of 
honesty, it does not make for private sympathy or public duty. As the 
New York Court of Appeals has said, if such a corporation were to be per- 
mitted to practice law, litigation would be controlled not by the individual 
attorney, but by his employer, the corporation, which may be conducted 
wholly by laymen, organized not to aid in the administration of justice but 
simply to make money, and stimulated not by the traditions of an ancient 
and honorable profession, but only by the sordid aim of earning money for 
stockholders.‘ 

The courts have recognized that a corporation not for profits is essen- 
tially different in character. As the Illinois Appellate Court has said: 

“Associations not for profit, however, are essentially different in their nature; they 
are organized for the mutual benefit of the members, or for the promotion of the general 
welfare, or both, and include a multitude of organizations for the advancement of edu- 
cation, science, commerce and industry, and for other beneficent purposes, and, when 


possessed of a membership of a general character, constitute integrating strands tend- 
ing to give solidarity to the Country in peace and in war.”’s 


The arguments against permitting business corporations to engage in 
practice of law have no application to such associations, and a review of 
the cases holding that a corporation cannot practice law shows that it was 
corporations for profit only that the court had in mind. 

The most common situation found in the cases is that of a corporation 
organized for the general practice of law, usually specializing in the collec- 
tion business, and turning its actual litigation over to a lawyer, who, in 
many cases, was himself a promoter of the corporation. Speaking of one 
such corporation, the Illinois Appellate Court said: 

“Tt was patent that the combination between complainants was for the very pur- 
pose of evading the law regarding its professional practice. The corporation could 
solicit collections, which is law business, which the lawyer was inhibited from doing by 


legal ethics, and the lawyer could institute legal proceedings and conduct them to a 
finality, which the corporation could not do.’ 


4In re Co-operative Law Co., 198 N.Y. 479, 92 N.E. 15 (1910). 
S$ People ex rel. Hoyne v. Grant, 208 Ill. App. 235, 245 (1917). 
¢ Midland Credit Adjustment Co. v. Donnelley, 219 Ill. App. 271 (1921). 
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Another corporation undertook to sell legal service to “members” on a 
contract by which the corporation agreed, for a membership fee, to handle 
all the members’ legal business. The actual cases were turned over to local 
attorneys, and the whole business of the corporation seemed to be the 
soliciting of memberships. This enterprise was held illegal.’ 

In the case of People v. People’s Stock Yards Bank,* upon which the 
court in the Taxpayers’ case so largely relied, the practices condemned 
were those of a bank employing an attorney to render certain legal serv- 
ices to the general public, all the fees received being retained as profits by 
the bank. The court held such practice to constitute contempt of court, 
and to support its decision, cited several cases from other states, all of 
which also involved business corporations practicing law for profit. 

Among these was In re Co-operative Law Co.,° usually considered the 
leading precedent on the subject, involving a corporation organized under 
the New York Business Corporation Law, to transact ‘“‘a general law busi- 
ness.”’ In stating why such a business is not permissible, the Court of 
Appeals said :"° 

The Corporation would control the litigation, the money earned would belong to 
the corporation and the attorney would be responsible to the corporation only. His 
master would not be the client but the corporation, conducted it may be wholly by lay- 
men, organized simply to make money and not to aid in the administration of justice 
which is the high-function of an attorney and counselor at law. The corporation might 
not have a lawyer among its stockholders, directors or officers. Its members might be 
without character, learning or standing. There would be no remedy by attachment or 
disbarment to protect the public from imposition or fraud, no stimulus to good conduct 
from the traditions of an ancient and honorable profession, and no guide except the sor- 
did purpose to earn money for stockholders. (Italics are the author’s.) 

In re Otterness™ involved an attorney who accepted a position as vice 
president of a bank under an agreement by which he was to continue prac- 
ticing law generally, and to turn over all fees received to the bank. It was 
held that a bank cannot hire an attorney to conduct a general law practice 
for others, where the fees earned are to be and are received as income and 
profit by the corporation. 

The distinction between such commercial excursions into the legal field 
and the practice condemned in the Taxpayers’ case is obvious. In the 


7 State v. Merchants Protective Corp., 105 Wash. 12, 177 Pac. 694 (1919). Similar ventures 
were held illegal in California. People v. Merchants Protective Corp., 189 Cal. 531, 209 Pac. 
363 (1922); People v. Cal. Protective Corp., 76 Cal. App. 354, 244 Pac. 1089 (1926). 


8 344 Ill. 462, 176 N.E. gor (1931). 

9 Supra note 4. 

7198 N.Y. 479, 485, 92 N.E. 15, 16 (1910). 
™ 181 Minn. 254, 232 N.W. 318 (1930). 
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first case, laymen are exploiting the practice of law as a commercial enter- 
prise; in the other, laymen are banding together for the purpose—in the 
words of the Chicago Bar Association’s Committee on Unauthorized Prac- 
tices, before that association experienced a change of attitude—of “facili- 
tating the wholesale adjustment or collection of claims which individually 
are too small to justify legal action, but which collectively and in the ag- 
gregate amount to substantial sums.” 

The Taxpayers Association may or may not have been doing a praise- 
worthy task, but if the Illinois court is right, its rule would apply to all in- 
corporated organizations engaged in any activities which come within the 
definition of the practice of law. Following the Taxpayers’ case, the Illi- 
nois court, on an information brought by the Chicago Bar Association, de- 
cided that the Motorists’ Association of Illinois, a non-pecuniary Motor 
Club, was also engaged in the illegal practice of law, in that it handled cer- 
tain types of legal cases for its members.” The Club filed no brief. A simi- 
lar information has also been filed on relation of the Chicago Bar Associa- 
tion against the Chicago Motor Club which has filed voluminous briefs 
and introduced evidence of the social usefulness of the service it renders, 
of the fact that the petty cases it handles (automobile property damage 
suits and arrest cases) are unremunerative to the lawyers in private prac- 
tice, and that there exists today no other practical means by which the 
motorist can obtain legal representation in these small cases. In deciding 
this case, as it should soon do (the information was filed in 1932), the 
court will necessarily have to face squarely the full implications of the 
rule that “no corporation can be licensed to practice law.”*3 

The objections to the rule may be grouped under three heads: 

1. It disregards a statute which expressly permits such practice. 

2. It violates sound public policy. 

3. It violates constitutional rights. 


THE STATUTE DISREGARDED 


Illinois, like several other states,"* has a statute making it a misde- 
meanor for a corporation to practice law. All these statutes, however, 


™ People ex rel. Chicago Bar Assn. v. Motorists’ Assn. of Illinois, 354 Ill. 595, 188 N.E. 827 
(1934). 

"3 People ex rel. Courtney v. Assn. of Real Estate Taxpayers of Illinois, 354 Ill. 102, 187 
N.E. 823 (1933). 

™4 Til. Cahill’s Revised Statutes (1931), c. 32, § 228. 

*8 Ark. Acts (1929), 904; Mass. 1 General Laws (1932), c. 221, §§ 46, 47; Mich. 2 Compiled 
Laws (1930), § 10175; Mo. Revised Statutes (1929), § 11693; N.Y. Gilbert’s Criminal Law and 
Penal Code (1933), § 280; Utah, Revised Statutes (1933), 6-o-39. 
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make certain exceptions, as for example, in favor of collection agencies and 
charitable or benevolent corporations. The Illinois statute goes further, 
and provides that it shall not apply to “corporations organized not for pe- 
cuniary profit.’ 

In the Motorists’ case, the respondent relied upon the fact that it was 
a corporation “not for profit” and so protected by the statute. The court 
held that the legislature had no power to license or permit a person to 
practice law in this state “and that such an act would be invalid if it 
sought in any way to tie the hands of this court in determining who should 
be permitted to practice law and in punishing those who engage in such 
practice without the permission of this court.” 

Whether admission to the bar is a matter coming within the judicial or 
the legislative power has been debated. The Illinois court, however, as 
long ago as 1899 held that this was a matter of judicial power.’? Never- 
theless, even if this view is correct, the courts have always conceded the 
legislature the right to make reasonable rules regarding admission to the 
bar."® 

Thus, legislation commonly prescribes educational, age, and moral re- 
quirements, and courts universally follow such provisions.'® Courts have 
upheld legislative enactments restricting the right to practice to citizens,”° 
or to members of the white race,” or to adults,” or setting up examining 
boards with power to examine candidates for the bar,” or providing that 
only certain courts shall have power to admit candidates to the bar,”4 or 

© Supra note 14. 


17 In re Day, 181 Ill. 73, 54 N.E. 646 (1899). Accord: Ex parte Secombe, 60 U.S. 9 (1856); 
In re Cannon, 206 Wis. 374, 240 N.W. 441 (1932). Contra: In re Cooper, 22 N.Y. 67 (1860); 
In re Applicants for License, 143 N.C. 1, 55 S.E. 635 (1906). 


In re Chappelle, 71 Cal. App. 129, 234 Pac. 906 (1925); Vernon County Bar Assn. v. 
McKibbin, 153 Wis. 350, 141 N.W. 283 (1913); and cases cited in note, ro N.Y.U. L. Q. Rev. 
214 (1932). 

*9 Mitchell v. State Board of Bar Examiners, 155 Mich. 452, 119 N.W. 587 (1909) (mini- 
mum grades); In re Alexander, 167 Mich. 495, 133 N.W. 491 (1911); In re Admission to Bar, 
61 Neb. 58, 84 N.W. 611 (1900) (age, period of study, etc.). 


2° Petition of Harrison, 59 Cal. App. 539, 211 Pac. 26 (1922); In re Robinson, 82 Neb. 172, 
117 N.W. 352 (1908); In re Takuji Yamashita, 30 Wash. 234, 70 Pac. 482 (1902). 

* In re Taylor, 48 Md. 28 (1877). 

22In re Coleman, 54 Ark. 235, 15 S.W. 470 (1891). 

3 In re Frank, 293 Ill. 263, 127 N.E. 640 (1920) (refusing to review refusal by board to grant 
a certificate to applicant); In re Alexander, 167 Mich. 495, 133 N.W. 491 (1911); Goer v. Tay- 
lor, 51 N.D. 792, 200 N.W. 898 (1924). 

24 Anderson v. Coolin, 27 Idaho 334, 149 Pac. 286 (1915); In re Holt, 183 Ind. 248, 108 N.E. 
860 (1915); In re Crum, 103 Ore. 296, 204 Pac. 948 (1922); In re Bowers, 137 Tenn. 193, 192 
S.W. 919 (1917); In re Bruen, 102 Wash. 472, 172 Pac. 1152 (1918). 
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defining the conditions upon which non-resident attorneys shall be ad- 
mitted,” or defining the grounds for disbarment.” 

During the past decade a movement has arisen for an incorporated 
state bar. A growing number of states now have statutes providing that 
all practicing attorneys of the state shall automatically be members of the 
State Bar, and pay fees. In California, a pioneer state in this movement, 
the act has been held valid as a proper exercise of legislative power.?” The 
Illinois court itself, in the leading case in which it held that control of ad- 
mission to the bar was a judicial matter, added, “It may be readily ad- 
mitted that such all-pervading power (police power) does, in some re- 
spects, reach the practice of law, and gives to the legislature some power 
concerning it,’”* and in 1869 refused to admit a woman to practice on the 
sole ground that the legislature had not authorized women to practice 
law, and that until the legislature acted, the court could not admit her.”? 

Granting, then, that the court has inherent power in the premises, this 
hardly justifies the court in refusing to pay any heed to the legislative 
enactments on the subject. The question, it would seem, is, is the statute 
an unreasonable and arbitrary attempt (in the court’s own words) to “tie 
the hands of the court in determining who should be permitted to prac- 
tice’’? 

Whether the provision is arbitrary or unreasonable or not would seem 
to depend upon the nature of the practice permitted, its social utility or 
harm. But the court makes no attempt to determine whether this is a 
good provision or a bad one. Instead, the court simply reiterates the law 
laid down in the Taxpayers case, that “a corporation cannot be licensed to 
practice law, and that this rule applies to corporations organized not for 
profit.”’3° We shall assume the task the court neglected, and proceed to 
inquire: was the legislature unreasonable in deciding that corporations 
not for profit should be permitted to employ attorneys to render legal 
service? 

THE CONSIDERATION OF PUBLIC POLICY 


The Illinois rule deprives the public of the only cheap and efficient le- 
gal remedy today available in many classes of cases. The Illinois Consti- 

*s Anderson v. Coolin, supra note 24; In re Tyson, 114 Me. 540, 96 Atl. 235 (1916); Vernon 
County Bar Assn. v. McKibben, 153 Wis. 350, 141 N.W. 283 (1913). 


% In re Ebbs, 150 N.C. 44, 63 S.E. 190 (1908); In re Eaton, 4 N.D. 514, 62 N.W. 597 (1895); 
Scott v. State, 86 Tex. 321, 24 S.W. 789 (1894). 


27 See, California Bar Act Held Valid, XIII Jour. Am. Jud. Soc. 61 (1929). 
28 In re Day, supra note 17. 

9 In re Bradwell, 55 Ill. 535 (1869). 

3° Supra note 12, 354 Ill. 595, 599, 188 N.E. 827, 828 (1934). 
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tution states that the people are entitled to obtain “right and justice 
freely and without being obliged to purchase it.”** Yet the stipulation of 
facts in the case now pending against the Chicago Motor Club admits that 
the service which the lawyers for the club perform is “unremunerative to 
lawyers in private practice.” There is no complaint that the motor clubs 
are not handling these cases efficiently and to the satisfaction of the pub- 
lic.33 We cannot say that these small claims need not be effectively han- 
dled, because litigation ought to be discouraged. As Dean Pound has in- 
sisted, 


“Tt will not do to say to the population of modern cities that the practical cutting 
off of all petty litigation, by which theoretically the rights of the average man are to be 
maintained, is a good thing because litigation ought to be discouraged In truth, 
the idea that litigation is to be discouraged, proper enough, in so far as it refers to amica- 
ble adjustment of what ought to be so adjusted, has its roots chiefly in the obvious 
futility of litigation under the conditions of procedure which have obtained in the im- 
mediate past Moreover, there is danger that in discouraging litigation we en- 
courage wrong doing, and it requires very little experience in the legal aid societies in 
any of our cities to teach us that we have been doing that very thing.’’™ 


Not only does the Illinois rule deprive the public of the only cheap and 
efficient legal remedy today available in many classes of cases, but it 
strikes “at the very principle of consolidation of effort and organization”’ 
which has found expression in productive societies and credit unions. 
Farmers’ cooperative societies may wish to set up a legal department to 
handle claims against railroads, grain elevators, produce merchants. 
Landlords may organize an association and wish to retain attorneys to 
handle their individual legal difficulties. Tenants, combatting what they 


# Tllinois Constitution (1870), art. 11, § 19. 


3 The stipulation of facts state that during 1931, the lawyers employed by the club 
handled a total of 8,640 motor vehicle property damage claims, and that the average amount 
was $12.39; that during the same year, the Club attorneys represented 3,262 members charged 
with 3,439 violations of the Illinois Motor Vehicle Law or of municipal ordinances; that 
of this total, about one-fourth were discharged; the fines imposed against the remainder 
averaged $6.50 for the 2,027 charges brought and heard outside the city of Chicago, and $2.45 
for the 1,235 within the city of Chicago. 

33 At the institution of the proceedings brought by the Chicago Bar Association against the 
Chicago Motor Club, that organization proposed, that “when the legal profession is able to 
offer a practical remedy in such cases, the Chicago Motor Club will be glad to withdraw from 
the field. Until that time, it cannot conscientiously abandon its members to the mercies of un- 
scrupulous insurance adjusters, grafting police officers, and speed trap magistrates.” 

34 Pound, The Spirit of the Common Law (1921), 131-134. 

Certainly the bar must face the fact that in the past it has shown very little concern over 
the question how the public is to obtain access to the legal machinery in petty cases. Legal aid 
societies, small claims courts, courts of arbitration, and similar devices, such as we have for 
bringing justice within the reach of the poor man and the man with a small case, are the result of 
efforts by civic minded citizens or the political acts of the voters—rarely the work of the bar. 
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deem to be abuses on the part of landlords, may wish to retain counsel to 
represent them in eviction cases. Under the Illinois Court’s view, none of 
this is possible. 

Law schools sometimes operate legal clinics, rendering the same sort of 
service as Legal Aid Clinics, and this work has the enthusiastic approval 
of such men as Dean Wigmore, and also of the Chicago Bar Association.* 
In addition to these forms of legal aid, labor unions may wish to provide 
legal aid for members in wage claim cases, garnishments, etc. English la- 
bor unions do this. The Labor Secretariat of New York does this. In Ger- 
many, at least until recently, not only labor groups but political and reli- 
gious associations rendered legal aid to members.** But in Illinois, it would 
seem that all such services are forbidden. In Michigan, the Ford Motor 
Company has since 1914 maintained a legal aid bureau, with a staff of four 
attorneys employed by the company, to furnish legal aid to employees in 
their private legal difficulties. Here is a business corporation “practicing 
law.” Yet can the court convince the public that this is a vicious thing, 
which should be suppressed? 

The bar has generally recognized the value of the Legal Aid Societies and 
other charitable organizations providing legal aid to the indigent.*” It is 
unthinkable that the court will hold that the work of the Chicago Legal 
Aid Society is unlawful and unethical. Yet it is difficult to see just how 
the court is going to distinguish between such societies and other corpora- 
tions not for profit. 

Moreover, the state itself is undertaking to provide legal service for its 
citizens in a growing number of fields. To cite only one example: in Cali- 
fornia, the Bureau of Market Enforcement has the duty of adjusting claims 
arising between deciduous fruit growers and dealers. Growers who have 
claims need only write to the Bureau, where the complaint is ‘assigned to 
an investigator who takes it up with the dealer, examines the transaction, 
and endeavors to secure settlement, if the claim is adjustable in this man- 
ner.” In serious controversies, the Bureau has power to call a hearing. 


38 See editorial by Dean Wigmore in 12 Ill. L. Rev. (1917). 


%® Growth of Legal Aid Work in the United States,-Bull. No. 398 of U.S. Bureau of Labor 


Statistics, pp. 60-67; R. G. Smith, Justice and the Poor (1919), 171; 9 N.Y. Legal Aid Rev.» 
No. 3, p. 2. 


37 The Canons of Ethics of the American Bar Association expressly exempts “‘charitable so- 
cieties rendering aid to the indigent” from the condemnation of “intermediaries” (Canon 35). 
The Conference of Bar Association delegates in 1917 unanimously adopted a resolution that: 
“It is the sense of this Conference that bar associations, state and local, should be urged to fos- 
ter the formation and efficient administration of legal aid societies for legal relief work for the 
worthy poor, with the active and sympathetic co-operation of such associations.” 42 A. B. A. 
Rep. 437 (1917). 
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“Wherever a verified complaint is required by the circumstances, the 
Bureau will prepare it on behalf of the grower.’’* 

Under the Illinois rule, if an incorporated fruit growers’ association un- 
dertook to perform such services for its members, it would constitute con- 
tempt of court, even though the legislature had expressly authorized such 
practice. Instead, the legislature authorizes a state bureau to do so. If the 
former is a legislative invasion of the judicial power, is not the latter? 
Motor clubs, in making settlements, holding hearings and preparing com- 
plaints, retain attorneys admitted to the bar and subject to control by the 
court. The investigators of the Bureau of Market Enforcement are not 
required to be lawyers. If there is any invasion of the judicial field, any 
“tying of the hands” of the court, is it not at least as much present in the 
latter case as in the former? Yet to hold the California Produce Dealers 
Act unconstitutional as an invasion of the judicial power would seem to 
require an alarming extension of the field hitherto considered judicial. 

Why is it that individuals may band together to provide themselves 
with cheaper insurance, cheaper groceries, higher wages, better prices, 
easier credit, lower taxes, better health—everything, except better or 
cheaper legal advice and aid? Why is it that taxpayers, though they may 
organize for their mutual protection, may not retain a lawyer in their cor- 
porate name to handle their individual tax suits? Surely not because law 


is a learned profession. Medicine is also a learned profession, and yet the 
movement for socialization has there already made great strides. In medi- 
cine, reliance on private practice has largely ceased in many fields. Public 
health includes such things as communicable disease control, control of 
tuberculosis and venereal diseases, maternity and child hygiene, milk and 
food control, sanitation, laboratory service, public-health nursing, hospi- 
tal and out-patient services and popular health instruction.* 


3* Cal. Stats. (1927), c. 860. Quotation from official statement of C. J. Carey, chief of the 
bureau, appearing in “Official List of Licensed Produce Dealers and Deciduous Fruit Dealers.” 


39 For a complete review of these services, see “Community Health Organization,” edited 
by I. V. Hiscock, and published by the Commonwealth Fund on behalf of the Committee on 
Administrative Practice of the American Public Health Association. 

More recently, a Committee on the Costs of Medical Care recommended, among other 
things: 

1. Organized groups of physicians, dentists, nurses, and pharmacists centered around hos- 

pitals “to render home, office and huspital care.” 

2. Extension of all basic public health services to make them available to the entire popu- 

lation. 

3. Use of insurance or taxation or both to place the costs of medical care on a group pay- 

ment basis. 

The last recommendation contemplates that for weekly or monthly fees, paid on the same 
basis as insurance, the citizen would receive complete medica] and dental service, an arrange- 





COMMENT 129 


The layman will ask, “If socialization and insurance are proper and so- 
cially desirable as a means of providing medical service, why not legal serv- 
ice?” Because a corporation cannot practice law, is the dogmatic answer of 
the Illinois court. If this means merely that a corporation cannot stand up 
on its hind legs before a board of bar examiners and recite the Rule in 
Shelley’s Case, or that it cannot come into court and address a jury, that 
is true, but meaningless. A corporation in its own person is also incapable 
of signing a contract, or running a locomotive, or smelting ore. It cannot, 
itself, be an experienced electrician, engineer or plumber any more than 
it can be a lawyer. Yet corporations legally can and do make contracts, 
run railroads, operate hospitals and sanatoria, and practice engineering 
and plumbing. They do these things by having qualified individuals to do 
the work. If a corporation undertakes to render legal service, obviously it 
will do so through attorneys admitted to practice law and subject to the 
control of the court in their conduct. The argument that “a corporation 
cannot practice law” because it cannot do so in its own person, applies 
equally to all other corporate acts. Moreover, we have already said that 
it is hardly to be doubted that the court will admit that Legal Aid Soci- 
eties and similar organizations should be permitted to carry on their work. 
Yet they are corporations no less than the Taxpayers’ Association, and are 
equally incapable of taking an examination or an oath, or of fulfilling any 
of the other usual requirements of admission to the bar. 

The real objection to corporations practicing law is that it is against 
public policy. Conceding that this is correct as to corporations seeking to 
engage in the “law business,” it is submitted that the examples we have 
cited illustrate that incorporated associations organized not for profit are 
entirely different in their nature, and in many cases perform a valuable 
public service of which the public should not have been deprived by the 
action of the court. 

It may be worth pointing out that in England, the British Automobile 
Association offers its members legal services much broader than those of 
any American motor club, and has been doing so for the past twenty-five 
years. Yet no suggestion has ever been raised by the English bench or bar 
that such services are illegal or unethical. 


CONSTITUTIONAL RIGHTS 
We have already raised the question whether the court, in prohibiting 
to individuals the right to combine to provide for themselves certain types 


ment hard to distinguish in principle from that whereby a motorist, for his annual dues, re- 
ceives among other benefits of membership, legal advice and representation in matters arising 
out of the operation of his automobile. 
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of legal services, had not unjustly deprived the community of an impor- 
tant and valuable device. Let us go further and ask whether it does not 
deprive them of something which is protected by constitutional guarantee. 
There are three constitutional provisions which may be involved here: 
A. The liberty of contract, protected by the due process clause of both 
the state and federal constitutions. 
B. The right of assembly. 
C. The right to counsel. 


A. The United States Supreme Court has said that the liberty mentioned 
in the due process clause of the 14th Amendment “means not only the 
right of the citizen to be free from the mere physical restraint of his 
person, as by incarceration, but the term is deemed to embrace the 
right of the citizen to be freein the enjoyment of all his faculties; to 
be free to use them in all lawful ways; to live and work where he will; to 
earn his livelihood by any lawful calling; to pursue any livelihood or 
avocation, and for that purpose to enter into all contracts which may 
be proper, necessary and essential to his carrying out to a successful 
conclusion the purposes above mentioned.”’4° The Illinois Supreme Court 
has held the same.* 

Does this not include the type of contract entered into by the 23,000 

taxpayers of Chicago or the 100,000 motorists of Chicago? Allgeyer v. 
Louisiana involved an insurance contract. It may be pointed out that 
motor club membership in many of its benefits may be called a form of 
insurance. A motorist pays his dues; in return, he knows that when 
needed, he will be entitled to call upon the club for service, mechanical, 
legal, or whatever the club offers. 
B. The Bill of Rights of the Illinois Constitution provides that “The peo- 
ple have the right to assemble in a peaceable manner to consult for the 
common good,” etc. Does the “right to assemble” include not only the 
right to gather together in mass meetings, but to band together in associa- 
tions for lawful purposes? Courts in discussing the right usually assume 
that it does. 

If six taxpayers were to sign an agreement by which each agreed to pay 
$50.00 into a pool with which to retain a lawyer to defend each of them in 
contesting a tax assessment, would not this be entirely legal? Suppose 
they not only sign an agreement, but form a club for this purpose? Would 


4° Allgeyer v. Louisiana, 165 U.S. 578, 589 (1897). 


4 Off & Co. v. Morehead, 235 Ill. 40, 85 N.E. 264 (1908); Gillespie v. People, 188 Ill. 176, 
58 N.E. 1007 (1900). 


# Tllinois Constitution (1870), art. II, § 17. 
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not such a club be protected by the right of assembly (as well as by the 
right of contract)? Suppose the six members grow into 23,000, and the 
club is chartered as a corporation not for profit. Is the constitutional right 
any less? 

The cases discussing the right of the people to join organizations for 
lawful purposes are few. The reason for this is that this is a right so clear 
and obvious that there have been very few legislative enactments (and no 
prior “judicial legislation”) which has been attacked as abridging this 
right. Judge Story, in his commentaries on The Constitution, devotes 
only one short paragraph to this clause, not because it is unimportant, but 
because it is indisputable. The right of assembly, he says, “would seem 
unnecessary to be expressly provided for in a republican government, 
since it results from the very nature of its structure and institutions. It is 
impossible that it could be practically denied until the spirit of liberty had 
wholly disappeared, and the people had become so servile and debased as 
to be unfit to exercise any of the privileges of freemen.”’** 

It is, of course, impossible to cite a case expressly holding that freemen 

have the right to band together to employ a lawyer in their corporate 
name. The reason is that lawmakers have never before presumed to deny 
the right. 
C. The Illinois Constitution also provides that “the accused shall have 
the right to appear and defend in person and by counsel.”44 Moreover, the 
United States Supreme Court in the Scottsboro Case has held that the 
right to counsel is protected by due process clause, and said: 

“Tf in any case, civil or criminal, a state or federal court were arbitrarily 
to refuse to hear a party by counsel, employed by and appearing for him, 
it reasonably may not be doubted that such a refusal would be a denial of 
a hearing, and therefore, of due process in the constitutional sense.’’ 

Under this rule, it is submitted that when a taxpayer or a motorist 
comes into court, represented by an attorney duly admitted to practice 
law, he has a constitutional right to be heard by such attorney, whether 
the attorney is employed on a flat retainer, or a contingent fee, or on a 
salary paid by this client and several thousand others in the form of club 
dues. 

Finally, we might call attention to the provision of the Illinois Constitu- 
tion which declares that “Every person ought to find a certain remedy in 
the laws for all his injuries and wrongs which he may receive in his person, 


43 Story, Constitution of the U.S., § 1894. 
44 Illinois Constitution (1870), art. II, § 9. 
4s Powell v. Alabama, 287 U.S. 45 (1932). 
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property or reputation; he ought to obtain by law, right and justice freely, 
and without being obliged to purchase it, completely and without denial, 
promptly and without delay.” 

Perhaps it is being naive to contend that this is anything more than the 
expression of a pious hope. Yet it is found in the Bill of Rights, and comes 
to us from Magna Carta. As an abstract principle, it stands inviolable. 
The right to equality of justice is not only one of the cardinal rights of 
liberty which are set apart as sacred and inalienable, it is the right upon 
which all other rights, including the right of life and liberty itself, depend. 

What answer is there to the layman, who, upon reading this provision, 
construes it to mean that he has a right to have his legal difficulties judi- 
cially determined at reasonable cost, and that if the existing arrangement 
does not enable him to purchase justice single-handed, he should at 
least be permitted to co-operate with his neighbors to work out a mutual 
arrangement by which it can be bought at reasonable cost? 


# Tllinois Constitution (1870), art. II, § 19. 
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NOTES 


PARTICIPATION OF PREFERRED SHAREHOLDERS 
BEYOND STATED PREFERENCE 


In the absence of express provision, may preferred shareholders participate 
in dividends beyond the stated preference? In the recent case of Tenant v. Ep- 
stein,* the Supreme Court of Illinois was called upon to answer this question 
under rather unusual circumstances. The corporation was organized with 
capital stock of $160,000, consisting of 2000 shares of $5 par value common 
stock, and 30,000 shares of $5 par value 7% cumulative preferred. Tenant 
owned 500 shares of common and 2000 shares of preferred stock, while the Ep- 
steins? had 1500 shares of common and 28,000 shares of preferred stock. Both 
common and preferred carried one vote per share. Cash dividends of 7% on 
the preferred stock had been paid annually during the seven year period of the 


* 356 Ill. 26, 189 N.E. 864 (1934), noted in 83 Univ. Pa. L. Rev. 91 (1934). 


* The Epstein family were directors of the corporation and owned all stock except that 
owned by Tenant. 
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corporation’s existence. At the end of this period, no dividends having been de- 
clared on the common stock, an “equalizing”’’ dividend of 49% was paid on the 
common. Subsequently a stock dividend was declared of one share of $5 par 
value common stock for each share of outstanding stock, common and pre- 
ferred. In connection with the stock dividend $160,000 of the accumulated 
surplus was capitalized. A cash dividend was thereafter declared on all common 
stock. 

Tenant objected to the sharing of the preferred in the stock dividend and the 
subsequent cash dividend asserting that the surplus belonged only to the com- 
mon shareholders either as dividends or as surplus on liquidation. He contended 
that since the articles of incorporation contained no express provision allowing 
the preferred to participate’ and the certificates of stock expressly limited the 
preferred to the 7% preference,’ the preferred stockholders had no right to share 
in this dividend, which was admittedly in excess of the 7% preference. The Ep- 
steins sought to justify the action of the corporation on the following grounds: 
(1) Since the articles of incorporation did not expressly limit the preferred to the 
stated preference, preferred shareholders should participate equally with the 
common in all dividends.” (2) To protect the preferred shareholders’ propor- 
tionate interest on the assets of the corporation on dissolution® they should be 
permitted to participate in stock dividends. (3) Likewise, to protect the pre- 


ferred shareholders proportionate voting strength, they should share in all stock 
dividends. 


3 This was called “equalizing” because the total dividends paid on the preferred stock before 
that time had been 49%. It was the theory of the Epsteins that this 49% to the common would 
put both classes of stock in a position to share in a stock dividend. 


¢ Tenant received 2500 shares, making his holding 3000 shares of common and 2000 shares 
of preferred stock. The Epsteins received 29,500 shares so they then held 31,000 shares of 
common and 28,000 shares of preferred stock. 


$s The articles of incorporation provided: “The preferred stock shall be seven per cent (7%) 
cumulative dividend preferred, and shall be a first lien on the assets of the company in event of 
dissolution, over the common stock of the company, and shall be entitled to payment of seven 
per cent (7%) cumulative dividend annually before any dividend shall be declared and paid 
upon the common stock of the company.” 356 IIl. at 30. 


® The certificates were similar to the articles except that they included the provision, “The 
holders of the capital preferred stock shall receive from the surplus or net earnings of the cor- 
portation dividends at the rate of seven per cent (7%) per annum at the par value of such 
stock, and no more, payable quarterly.” (Italics supplied.) 356 Ill. at 31. 


7 See the article and certificate provision, supra notes 5, 6. The Epsteins relied entirely on 
the articles and contended that the certificate provision “and no more” should not be con- 
sidered because such was antagonistic to the articles of incorporation. 


§ The contention was that even though the court decided the preferred was limited to its 
preference as a going concern, it was not so limited on liquidation, but rather was participating. 
Since a stock dividend merely redistributes the units of corporate ownership, the preferred 
necessarily had to share in the stock dividend to maintain its pro rata ownership in the com- 
pany. 
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The Supreme Court held that the rights of the preferred shareholders were 
limited to the stated preference and the stock dividend was set aside.° 

As to whether a stated preference limits the right of preferred shareholders to 
participate in current’® dividends, the authorities do not agree." Early text 
writers” and a series of Pennsylvania cases" take the view that, in the absence 
of express provision, preferred shareholders may participate in current divi- 
dends. Such a view is predicated upon the premise that all stock is basically 
equal; preferences add to the rights of certain shares but subtract none of the 
already existing rights. Thus a 7% preference would entitle the preferred share- 
holders to receive a 7% dividend first, but once the common shareholders had 
received a like amount, further dividends in the same period would be shared 
equally. The right to participate could of course be expressly denied." 

The contrary and majority views has been accepted in Maryland," Maine,’ 
Ohio,”* a federal court,’® and England.*® In support of this view it is said that 
preferred shareholders should have only those rights that common understand- 


9 356 Ill. 26, 189 N.E. 864 (1934). 
‘© By current dividends is meant the dividends declared in the going concern. From a stand- 
point of decreasing surplus, stock or cash dividends could be considered current. 


See Thompson, The Respective Rights of Preferred and Common Stockholders in Surplus 
Profits, 19 Mich. L. Rev. 463 (1921) for an analysis of the conflicting views. 


" 6 Fletcher, Corporations (1st ed. 1919), 6030 ff., § 3634. Conyngton, Corporate Organiza- 
tion and Management (1917), 84, “Unless expressly provided, preferred stock participates 
equally with the common after both common and preferred have received an equal dividend.” 
1 Cook, Corporations (4th ed. 1898), § 269, “It seems that unless the corporate contract ex- 
pressly provides otherwise, preferred stockholders participate in surplus profits remaining after 
the proper dividend has been declared, on the preferred and an equal dividend on the com- 
mon.” But see note 15 infra. 


"3 Fidelity Trust Co. v. Lehigh Valley R. Co., 215 Pa. 610, 64 Atl. 829 (1906); Sternbergh v. 
Brock, 225 Pa. 279, 74 Atl. 166 (1909); Englander v. Osborne, 261 Pa. 366, 104 Atl. 614 (1918). 


"4 The Appellate Court in Tenant v. Epstein did in fact conclude that the phrase “and no 
more” in the certificates expressly negatived equa! participation as to cash dividends, but the 
Supreme Court held that the articles of incorporation alone would have limited the preference, 
“Tt was not necessary in the stock certificates to use the words ‘and no more’ to limit the pay- 
ment to 7 per cent per annum.” 356 Ill. at 38. 


Ss 12 Fletcher, Cyclopedia of the Law of Corporations (perm. ed. 1933), § 5448. The author 
recognizes both views but seems to favor the majority; 1 Cook, Corporations (8th ed. 1923), 
§ 269; Thompson, supra note 11, 483 ff. (1921); 11 Corn. L. Quar. 234 (1925); 79 Univ. Pa. 
L. Rev. 466 (1931); 20 Ill. L. Rev. 288 (1925). But see Christ, Rights of Holders of Preferred 
Stock, 27 Mich. L. Rev. 731 (1929). 

6 Scott v. Baltimore & Ohio Ry. Co., 93 Md. 475, 49 Atl. 327 (1901); Powers Foundry Co. 
v. Miller, 171 Atl. 842 (Md. 1934). 

7 Stone v. U.S. Envelope Co., 119 Me. 394, 111 Atl. 536 (1920). 

*8 Shiminon v. Screw & Tack Co., 18 Ohio N. P. (N.S.) 569 (1916); Duwelius v. Champion 
Fibre Paper Co., 25 Ohio N. P. (N.S.) 107 (1924), affd. in 22 Ohio L. Rep. 600. 

9 Niles v. Ludlow Valve Co., 202 Fed. 141 (C.C.A. ad 1913). 


© Will v. United Lankat Plantations Co., Ltd., [1912] 2 Ch. 571. 
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ing and business usage give them, that “. . . . the phrase ‘preferred stock’ holds 
out to the ear of the ordinary investor no promise of participation in earnings 
beyond his preferential dividends.” 

But granting that the majority view” as to cash dividends is the preferable 
and hence that the stated preference limits participation, stock dividends in- 
volve additional problems. For a stock dividend by increasing the number of 
units of ownership* decreases the proportionate interest each share would carry 
in the assets of the corporation in the event of dissolution.*4 Thus it may be 
argued that any shareholder whose rights in dissolution are not limited should 
also share in the stock dividend in order to maintain his proportionate interest. 
But since a stated preference as to dividends is held to limit the right to divi- 
dends, a stated preference on dissolution should be held to limit the participa- 
tion at dissolution to the amount of the preference. A class of stock limited as 
to current dividends but carrying unlimited rights to participate in surplus on 
dissolution is an anomaly giving rise to a number of almost insoluble problems.” 
As held in Tenant v. Epstein, charter provisions should not be construed to con- 
template this combination of rights unless the language clearly so requires.” 
But even in a case where the preferred shareholders have unlimited participa- 
tion at dissolution, while that fact may make improper the distribution of a 
stock dividend among holders of common stock alone, it does not necessarily 
follow that the preferred shareholders may share in a stock dividend, for such 


# Stone v. U.S. Envelope Co., 119 Me. 394, 398, 111 Atl. 536 (1920). The court in Tenant v. 
Epstein adheres to this view completely, “we think the results reached . . . . are more nearly in 
accord with business usage and the expectations of investors when they purchase preferred 
shares of stock.” 356 Ill. at 35. 


2 Supra notes 16, 17, 18, 19, 20. 


#3 Gibbons v. Mahon, 136 U.S. 549 (1890); Graves v. Graves, 94 N.J. Eq. 268, 120 Atl. 420 
(1923). Montgomery, Income Tax Procedure (1918), 188, 215. The author compares a stock 


dividend to the process of changing a $5 bill into “ones.” The total value is the same before 
and after. 


24 This argument is frequently advanced when a new issue of stock is declared for the pur- 
pose of raising funds. The courts hold that the existing stockholders have a “pre-emptive” 
right to subscribe for the new shares before it is offered to the public in order to protect their 
proportionate interest in the dividends and assets of the corporation and their voting power. 
Stokes v. Continental Trust Co., 186 N.Y. 285, 78 N.E. 1090 (1906); Jones v. Concord & 
M. R. R., 67 N.H. 119, 38 Atl. 120 (1892). 


*s This was the argument on which the Appellate Court based its decision, 271 Ill. App. 204 
(1933). See also Riverside & Dan River Cotton Mills, Inc. v. Thomas Branch & Co., 147 Va. 
509, 137 S.E. 620 (1927). 


% See Continental Ins. Co. v. U.S. Reading Co., 259 U.S. 156 (1922). 
27 If the participation of certain stock was different in current dividends and final dissolu- 
tion, the stock in control would either declare all the surplus out as current dividends or save it 


until final distribution, according to its own participation rights. This should clearly be 
avoided in absence of express provision to the contrary. 


a cen es on. o> oo 2 a 
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sharing would really give the preferred shareholders more than the 7% current 
dividends to which they are limited.** 

Since each share of common and preferred stock in Tenant v. Epstein carried 
one vote,”? the relative voting strength of the common and preferred would be 
fixed by the number of shares of the two types. In support of the claim of the 
preferred shareholders to participate in the stock dividend it was urged that if 
they did not, their proportionate voting strength would be lessened.*° But un- 
less the limitation on the preferred dividend rights is to be overridden,* the pre- 
ferred shareholders’ right to maintain their proportionate voting strength 
would only be a reason for denying a stock dividend to the common shareholders 
alone. 

Thus, regard for preferred voting rights and participation rights on dissolu- 
tion (if such exist) may make improper any stock dividend on common stock 
alone, while regard for dividend limitations may forbid the issuance of a stock 
dividend to the preferred shareholders. Unless complicated solutions* are re- 
sorted to, the result is that the corporation may be prevented from declaring 
any stock dividend. And that result seems justified when the relatively small 
utility of the stock dividend practice is weighed against the injury which is 
bound to occur to certain shareholders’ proportionate rights to dividends, assets 
on liquidation, or proportionate voting strength when a stock dividend is dis- 
tributed by a corporation with more than one type of stock. 


2 This is apparent in Tenant v. Epstein, for a cash dividend was immediately declared upon 
the newly issued stock, which in effect gave the preferred not only a stock dividend but also a 
cash dividend in excess of their limited 7%. 


29 All stock in Illinois corporations must have one vote per share. Ill. Constitution, Art. 
XI, § 3. 


3° Eidman v. Bowman, 58 Ill. 444, 447 (1871); Stokes v. Continental Trust Co., 186 N.Y. 
285, 78 N.E. 1ogo (1906). 


3t This suggestion was rejected in Tenant v. Epstein with the following words: “It is strenu- 
ously argued that the stock dividend be allowed to stand because, if declared pro rata, it 
would effect no change in voting control. While this is true, it very materially effects a more 
important right, viz., the right to dividends if and when declared.” 356 Ill. at 38. 


32 Since the stock dividend was one share for each existing share and all was voting stock, 
the actual issue of a change in control was not before the court. 


33 A possible but very impractical way to issue a stock dividend in this situation would be to 
declare the dividend only on the common stock and offer a proportionate number of shares to 
preferred shareholders at value less an amount equal to any value attributable solely to voting 
rights. The preferred shareholders would thus be paying for any dividend or asset rights to 
which they were not entitled as preferred shareholders but would be getting for nothing the 
voting rights to which they were entitled as preferred shareholders. The obvious objection to 
such a solution is that it would be nearly impossible to evaluate voting rights. 
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SOME ASPECTS OF THE NULLIFICATION OF GOLD 
CLAUSES IN OBLIGATIONS 


The legislation recently enacted by Congress purporting to nullify the effect 
of gold clauses’ is of great importance to debtors and creditors.” It provides sub- 
stantially that all obligations, public and private, calling for payment in gold 
or a particular kind of currency, or in an amount of money measured thereby, 
are contrary to public policy; and that every obligation, heretofore or herein- 
after incurred whether or not such a provision is contained therein, shall be dis- 
charged by the payment, dollar for dollar, in any coin or currency which at the 
time of payment is legal tender for public or private debts.’ The validity of this 
attempted nullification of the effect of gold clauses in obligations will depend 
directly upon the interpretation which the Supreme Court places on the gold 
coin stipulations as made by the parties. 


A similar problem was raised shortly after the Civil War by The Legal Tender 
Act,4 whereby the Union government endeavored to make unconvertible treas- 


t In the usual gold clause obligation the obligor promises to pay the obligee the amount of 
the obligation “in gold coin of the United States of America of the standard of weight and 
fineness” existing as of the date of the obligation. A common variant is the gold clause in the 
United States’ government obligations, which substitutes the words “‘of the present standard of 
value.” Another common variation is to insert the words “of or equal to” before the words 
“the standard of weight and fineness.” The obvious intent of the parties in stipulating for 
payment in gold coin of a certain weight and fineness is to provide against fluctuation in the 
value of the medium of payment. Butler v. Horwitz, 7 Wall. (U.S.) 258, 19 L. Ed. 149 (1869). 
See George Nebolsine, The Gold Clause in Private Contracts, 42 Yale L. Jour. 1051 (1933). 

2 It has been estimated that, of the $200,000,000,000 public and private debt, approximately 
one half contains a gold clause in one form or other. Estimate of Interest Bearing Debt, 3 
National Industrial Conference Board Bulletin (Feb. 15, 1933); Irving Fisher, Booms and De- 
pressions (1932), 109. 

On Jan. 1, 1934, the President issued a proclamation fixing the weight of the gold dollar at 
155.21 grams, nine-tenths fine. This is 59.06+ per cent of the former weight of 258.10 grams, 
nine-tenths fine, as fixed by 31 Stat. 45 (1900), 31 U.S.C.A. § 314 (1927). This means that ap- 
proximately $1.69 in the present currency represents the equivalent on a gold basis of a promise 
to pay $1.00 in gold made before the Devaluation Proclamation. If the gold clause is construed 
as a promise to pay either the amount of gold that is contained in the number of dollars of the 
obligation, or the value thereof in terms of legal tender currency, the statute nullifying gold 
clauses in effect transfers about sixty-nine billion dollars from gold clause creditors to gold 
clause debtors. This, however, is not wholly inequitable since the gold clause creditor would 
get, under the statute, about the same real value (in terms of commodities) that he contem- 
plated being repaid, due to the prevailing low price levels. 


3 48 Stat. 113 (1933), 31 U.S.C.A. Supp. § 821 (1933). The retention of gold coin, gold bul- 
lion, and gold certificates was declared to be illegal by the Act of March 9, 1933. H. R. No. 491, 
73 Cong. Pub. Acts No. 1. The constitutionality of the act was sustained in Campbell v. Chase 
National Bank, 1 F. Supp. (D.C.N.Y. 1933). By the Act of Jan. 30, 1934, all gold coin and bul- 
lion (except for industrial purposes) is to be turned over to the United States Treasury to be 
formed into bars of such weight and fineness as the Secretary of the Treasury may direct. 

412 Stat. 345 (1862), 31 U.S.C.A. § 452 (1927). The character of the legal tender of the 
notes was necessary to insure their circulation because of the prevalent doubt as to the stability 
or solvency of the Union government. After the war Congress, retired a portion of the notes; 
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ury notes, “greenbacks,” legal tender for all debts, public and private, except 
as payment for duties on imports and interest on the public debt.’ While the 
constitutionality of this legislation was still undecided, the Supreme Court in 
Bronson v. Rodes* held that the Legal Tender Act did not apply to obligations 
calling for payment in gold or silver. This much criticized’ decision has neces- 
sitated express legislation nullifying the effect of gold clauses, since it overruled 
a long line of state court decisions holding that the Legal Tender Act required a 
holder of a gold clause obligation to accept the amount named in any legal 
tender currency.® The court in the Bronson case reasoned that the Legal Tender 
Act did not include obligations calling for payment in specie within the classifica- 
tion “‘all debts,” but rather applied only to promises to pay in money generally.® 
The court placed much weight on the supposed intention of the parties to con- 
tract for the delivery of gold or silver as a commodity, but this aspect of the 
case has been largely discarded.'*® The Bronson case did not decide, however, 


approximately $346,000,000 were left in circulation. 20 Stat. 87 (1878), 31 U.S.C.A. § 404 
(1929). See Johnson, Constitutional Limitations and the Gold Standard, 67 U.S. L. Rev. 187, 
188 (1933). 

5’ Cheang-Kee v. United States, 3 Wall. (U.S.) 320, 18 L. Ed. 72 (1866). 

6 7 Wall. (U.S.) 229, 19 L. Ed. 141 (1869). 

7 See Hunt, Legal Tender, 67-117. 


8 The state decisions before Bronson v. Rodes almost unanimously held that contracts 
calling for payment in gold, silver, or any other currency were debts within the purview of the 
Legal Tender Act and so could be satisfied by a tender of the nominal amount in any of the 
currencies designated by the Act. Whetstone v. Colley, 36 Ill. 328 (1865); Brown v. Welch, 26 
Ind. 116 (1866); Riley, Exr. v. Sharp, 1 Bush (Ky.) 348 (1866); Galliano v. Leon Pierre & Co., 
18 La. Ann. 10 (1866); Wood v. Bullens, 6 Allen (Mass.) 516 (1863); Howe v. Nickerson, 14 
Allen (Mass.) 400 (1867); Bucheggar v. Shultz, 13 Mich. 420 (1865); Appel v. Woltman, 38 
Mo. 194 (1866); Rodes v. Bronson, 34 N.Y. 649 (1866); Legal Tender Cases, 52 Pa. 9 (1866); 
Mervine v. Sailor, 52 Pa. 18 (1866); 29 L.R.A. 512 (1896); 84 A.L.R. 1499 (1933). Most of the 
state decisions which denied the existence of Congress’ power to provide that any legal tender 
money might be used to pay obligations calling for a particular kind of currency reasoned that 
the kind called for was to be treated as a commodity rather than money. Essex Co. v. Pacific 
Mills, 14 Allen (Mass.) 389 (1867). 

The state courts after Bronson v. Rodes followed the United States Supreme Court’s inter- 
pretation of the clause. Bower v. Darby, 14 Fla. 202 (1872); McGoon v. Shirk, 54 Ill. 408 
(1870); Morrow v. Rainey, 58 Ill. 357 (1871); Chamberlin v. Blair, 58 Ill. 385 (1871); Belford 
v. Woodward, 158 Ill. 122, 41 N.E. 1097 (1895); Warren v. Franklin Ins. Co., 104 Mass. 518 
(1870) ; Stark v. Coffin, 105 Mass. 328 (1870); Chrysler v. Renois, 43 N.Y. 209 (1870); Walkup 
v. Houston, 65 N.C. sor (1871); Phillips v. Dugan, 21 Ohio St. 466 (1871); Rankin v. Demott, 
61 Pa. 263 (1869); Bobo v. Goss, 1 S.C. 262 (1810). 

® Hunt, Legal Tender, 67-117, points out the inconsistency of the court in treating contracts 
providing for payment in a certain coin as contracts calling for a certain commodity and at the 
same time giving judgment in the coin called for. If it were a true commodity contract then the 
judgment debtor should be able to offer legal tender for damages, since the breach of a com- 
modity contract creates a primary right only to collect money damages. It should be noted 
that at the time of the Bronson case gold coin was available, whereas it is not today. 


*° Thompson v. Butler, 95 U.S. 694, 24 L. Ed. 540 (1878); infra, n. 31. 
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that a statute expressly including debts payable in gold was unconstitutional." 
It is significant that the same court which decided the Bronson case later de- 
clared the Legal Tender Act unconstitutional” as applied to contracts made 
before its passage, and then, after two vacancies on the Court had been filled, 
reversed its former holding and sustained the validity of this legislation in the 
Legal Tender Cases.*3 This decision did not, however, purport to overrule the 
Bronson case; and the court has often expressly reaffirmed the principle of that 
case.™4 

A more realistic view of the parties’ intention in inserting a gold clause in 
their agreement has been adopted by the House of Lords in a recent case, Feist 
v. Societe Intercommunale Belge D’Electricite,5 in which payment was to be 
made “‘in gold coin of the United Kingdom of or equal to the standard of weight 
and fineness existing on Sept. 1, 1928.” Parliament had previously withdrawn 
gold from circulation,” and in 1928 the power to issue inconvertible notes was 
restored to the Bank of England,’ and such notes were made legal tender. The 
Chancery Division and the Court of Appeal"* held that, despite the parties’ in- 
tention to have payment in terms of gold coin, Parliament had intended that 
the payment of the nominal amount of the debt in legal tender bank notes was 
a discharge of the obligation. The House of Lords, however, decided that the 
legislation was not aimed at the amount of the debt but only at the types of 
currency which were legal tender; and that the parties contemplated that the 
obligor in satisfying the debt would pay in legal tender an amount sufficient 
to purchase the same amount of gold as the number of pounds loaned would 


have purchased at the time of the creation of the obligation. 
The state courts before the decision in Bronson v. Rodes had uniformly held 
that a promise to pay in gold was no more than a promise to pay in legal tender, 


Legal Tender Cases, 12 Wall. (U.S.) 457, 20 L. Ed. 287 (1871). 


3 Willard v. Tayloe, 8 Wall. (U.S.) 557, 19 L. Ed. 501 (1870); Hepburn v. Griswold, 8 Wall. 
(U.S.) 603, 19 L. Ed. 513 (1870). 

1312 Wall. (U.S.) 457, 20 L. Ed. 287 (1871). The second Legal Tender Act, 20 Stat. 87 
(1878), was sustained in Juilliard v. Greenman, 110 U.S. 421, 4 Sup. Ct. 122, 28 L. Ed. 204 
(1884). Accord, Railroad Co. v. Johnson, 15 Wall. (U.S.) 195, 21 L. Ed. 178 (1873); Dooley v. 
Smith, 13 Wall. (U.S.) 604, 20 L. Ed. 547 (1872). 

% Thompson v. Riggs, 5 Wall. (U.S.) 663, 18 L. Ed. 704 (1867); Butler v. Horwitz, 7 Wall. 
(U.S.) 258, 19 L. Ed. 149 (1869); Bronson v. Kimpton, 8 Wall. (U.S.) 444, 19 L. Ed. 433 
(1869); Trebilcock v. Wilson, 12 Wall. (U.S.) 687, 20 L. Ed. 460 (1872); The Vaughan and 
Telegraph, 14 Wall. (U.S.) 258, 20 L. Ed. 807 (1872); The Emily Souder, 17 Wall. (U.S.) 666, 21 
L. Ed. 683 (1873); Maryland v. Railroad Co., 22 Wall. (U.S.) 105, 22 L. Ed. 713 (1874); Thomp- 
son v. Butler, 95 U.S. 694, 24 L. Ed. 540 (1878); Woodruff v. Mississippi, 162 U.S. 291, 16 Sup. 
Ct. 820, 40 L. Ed. 973 (1896); cf. Gregory v. Morris, 96 U.S. 619, 24 L. Ed. 740 (1878). 

8 so T.L.R. 143, 150 L.T.R. 51 (1933); see Loboskey, The House of Lords on the Gold 
Clause, Its Significance to America, 43 Annalist 43 (1934). 

6 Gold Standard Act of 1925. 

"7 Currency and Bank Notes Act. 


8 49 T.L.R. 344, 175 L.T. Jour. 226 (1933). 
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because gold itself was nothing more than a particular type of legal tender. 
Hence payment in any kind of legal tender was a satisfactory discharge of the 
obligation.*® This would seem clearly inconsistent with the actual intent of the 
parties, and it is doubtful whether the United States Supreme Court would ac- 
cept that view of the gold clause. 

The Federal Constitution nowhere expressly authorizes Congress to nullify a 
stipulation by the parties that their obligation shall be discharged only by the 
payment of gold. But the validity of federal legislation does not depend ex- 
clusively on express grants. Power to legislate on a given subject may be de- 
duced from a grouping of express powers, as was done in making notes legal 
tender,”° or by finding the power in question to be necessary and proper for the 
effective execution of other express powers, as was done in chartering national 
banks.”* Thus, if the court should adopt the view of gold clauses that prevailed 
in the state courts” before Bronson v. Rodes, that a stipulation for payment in 
gold is nothing more than an indication that payment is to be made in one type 
of legal tender, the legislative direction that such obligations may be discharged 
by payment of legal tender currency is within the power of Congress. For Con- 
gress concededly has power to declare that gold coin is no longer legal tender ;?3 
it is given plenary powers over the currency; and it can coin money and regulate 
the value thereof and borrow money on credit.*4 From these express powers, the 
power to establish a national currency adequate for the needs of the country has 
been implied.*s Along with the power to make inconvertible notes legal tender, 

19 Supra note 8. 

2» Legal Tender Cases, 12 Wall. (U.S.) 457, 534, 20 L. Ed. 287 (1871). “And here it is to be 
observed it is not indispensable to the existence of any power claimed for the federal govern- 
ment that it can be found specified in the words of the constitution or clearly and directly trace- 
able to some one of the specified powers. Its existence may be deduced fairly from more than 


one of the substantive powers expressly defined, or from them all combined. It is allowable to 
group together any number of them and infer from them all that the power claimed has been 
conferred.” 

This doctrine approaches an acceptance of the doctrine of inherent sovereign powers. If 
such powers did exist, a statute nullifying gold clauses might well be justified as a necessary 
means of effecting an essential economic relief; however, the doctrine has been rejected by the 
Supreme Court. Kansas v. Colorado, 206 U.S. 46, 27 Sup. Ct. 655, 51 L. Ed. 956 (1907). 
1 Willoughby, Constitution (2d ed. 1929), 81-82. 

** McCulloch v. Maryland, 4 Wheat. (U.S.) 316, 4 L. Ed. 579 (1819). As to the general na- 
ture of this process of analysis, see 3 Willoughby, The Constitutional Law of the United States 
(ad ed. 1929), 1066 Burdick, Law of the American Constitution (1933), 407. In this connec- 
tion, Marshall’s famous criteria of implied powers should be recalled: “Let the end be legiti- 
mate, let it be within the scope of the constitution, and all the means which are appropriate, 
which are plainly adapted to that end, which are not prohibited, but consistent with the letter 
and spirit of the constitution are constitutional.” 4 Wheat. (U.S.) 316, 421. 

2 Supra note 8. 


%3 Juilliard v. Greenman, 110 U.S. 421, 4 Sup. Ct. 122, 28 L. Ed. 204 (1884). 
24U.S. Const., Art. 1, § 8, cl. 5. 


*s Note the language of the court in Veazie Bank v. Fenno, 8 Wall. (U.S.) 533, 549, 19 L. 
Ed. 482 (1869). “Having thus in the exercise of undisputed constitutional power undertaken to 
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Congress can decrease the gold content of the dollar,” prohibit the exporting of 
money from the country,’ tax state currency out of existence,”* and establish a 
national bank.”® And, if it is assumed that the parties in stipulating for pay- 
ment in gold intended that the obligation might be discharged by payment in 
legal tender, no question of impairment of the obligation of contracts would 
seemingly arise. 

If the Supreme Court holds (as is more probable) that the gold clause is in- 
serted in contracts for the purpose of guarding against depreciation of paper 
currency, which is substantially the view expressed in past cases decided by the 
United States Supreme Court*° and is also the view recently adopted in the 
English courts, the power of Congress to refuse effect to such a safeguard is 
much less certain. On the other hand, a power to legislate on a given subject 
may be deduced from a grouping of express powers or may be implied as neces- 
sary and proper to the execution of express powers. Thus Congress has com- 
plete control of the currency system of the country. As an adjunct of this power 
to regulate the currency, Congress has the power to reduce the gold content of 
the paper dollar. But only to devaluate the dollar at a time like the present 


provide a currency for the whole country, it can secure the benefit of it to the people by appro- 
priate legislation. To this end Congress has denied the quality of legal tender to foreign coins, 
has provided against the imposition of counterfeit and base coin on the community. To the 
same end Congress may restrain, by suitable enactments, the circulation as money of any notes 
issued under its authority. Without this power, indeed, its attempt to secure a sound and uni- 
form currency for the country would be futile.” See also Juilliard v. Greenman, 110 U.S. 421, 
448 Sup. Ct. 122, 28 L. Ed. 204 (1884), where the court said: “Under the power to borrow mon- 
ey on credit of the United States and to issue circulating notes for the money borrowed, its 
power to define the quality and force of these notes as currency is as broad as the like power over a 
metallic currency under the power to coin money and regulate the value thereof. Under the two 
powers, taken together, Congress is authorized to establish a national currency, either in coin 
or in paper and to make the currency lawful money for all purposes, as regards the national 
government or the private individual.” (Italics supplied.) 


6 While the power of Congress to devalue the gold dollar seems never to have been directly 
passed on by the Supreme Court, the language of the court in the Legal Tender Cases, 12 Wall. 
(U.S.) 457, 20 L. Ed. 287 (1871), and Juilliard v. Greenman, 110 U.S. 421, 4 Sup. Ct. 122, 28 
L. Ed. 204 (1884), indicates that it is indisputable. No case seems to have arisen contesting the 


validity the Act of June 28, 1834, by which approximately six per cent was taken from the 
weight of each gold dollar. 


27 Ling Su Fan v. United States, 218 U.S. 302, 31 Sup. Ct. 21, 54 L. Ed. 1049 (1910). 
28 Veazie Bank v. Fenno, 8 Wall. (U.S.) 533, 19 L. Ed. 482 (1869). 


29 United States v. Fisher, 2 Cranch (U.S.) 358, 2 L. Ed. 304 (1805); McCulloch v. Mary- 
land, 4 Wheat. (U.S.) 316, 4 L. Ed. 579 (1819); Gibbons v. Ogden, 9 Wheat. (U.S.) 1, 6 L. Ed. 
23 (1824). 


3° Decisions of the Supreme Court since the Bronson case show that it no longer relies on 
the argument that a promise to pay in gold is a contract for the delivery of a certain commodity. 
See Thompson v. Butler, 95 U.S. 694, 24 L. Ed. 540 (1878), in which the court said that a con- 
tract to pay in gold or silver coin is a contract to pay money, and none the less so because it 


designates one of two kinds of legal tender; cf. Legal Tender Cases, 12 Wall. (U.S.) 457, 20 
L. Ed. 287 (1871). 
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would impose an unconscionable burden on gold clause debtors.** The decision 
by Congress as to the expedience of a measure providing for the devaluation of 
the dollar® is not reviewable by the courts.33 Thus it would seem that, if Con- 
gress believes that the devaluation of the dollar would be ineffective unless gold 
clauses are nullified, the power to provide an adequate currency for the country 
may only be effectively exercised if it is accompanied by the power to nullify the 
gold clauses.34 

Nullification of the effect of gold clauses is not thought to be essential to the 
existence of the power to devalue the dollar. If, however, the devaluation of the 
dollar would be so disastrous to the currency system of the country as to re- 
strain Congress from passing such legislation while gold clauses are in opera- 
tion, it would seem that the nullification of such clauses is necessary to the exe- 
cution of the power to devalue the dollar. 

The argument that legislation nullifying gold clauses is unconstitutional as 
an impairment of contract in violation of the due process clause of the sth 
amendment would seem to be of little weight since it is clear from many decisions 
that Congress may impair the obligation of contract in the reasonable exercise 
of its powers.** If the gold clause in contracts constitutes an interference with 


* Supra note 2. See also 7 F. Supp. 1 (D.C. Mo. 1934) where the court upholding the con- 
stitutionality of the statute nullifying gold clauses said, “So it is obvious, I think, that the 
upholding of these so called gold clause contracts would vastly hurt, if not destroy business, and 
shake if not overturn the entire financial structure of this country. It would, I repeat, bank- 
rupt well-nigh every railroad, every municipality, every road district, or similar instrumental- 
ity of state government and well-nigh every state in the Union, and since, in the financial crash 
of these debtor classes, the creditor classes, now urging the letter of their bonds, might well 
themselves go down in the common ruin, this situation as already suggested, should be avoided 
if it is legally possible within constitutional limits.” Note the sympathetic attitude of the Su- 
preme Court toward debtors in times of emergency. Home Building and Loan Ass. v. Blaisdell 
290 U.S. 398 (1934). 


» Act of Jan. 31, 1934. 


33 Juilliard v. Greenman, 110 U.S. 421, 4 Sup. Ct. 122, 28 L. Ed. 204 (1884). Thayer, Legal 
Essays, 90, states: “If there be any exigency as, for example, that of war, in which the govern- 
ment may make its own notes, or any other, legal tender, it seems purely a legislative question 
when such exigency has in point of fact arisen. This was the unanimous opinion on Juilliard v. 
Greenman.” 


34 Supra note 25. 38 Supra note 25. 


% In Juilliard v. Greenman, 110 U.S. 421, 4 Sup. Ct. 122, 28 L. Ed. 204 (1884), Mr. Jus- 
tice Gray said: “If, upon a just and fair interpretation of the whole constitution, a particular 
power or authority appears vested in Congress, it is no constitutional objection to its existence 
or to its exercise, that the property or the contracts of individuals may be incidentally af- 
fected.” In the Legal Tender Cases, 12 Wall. (U.S.) 457, 550, 20 L. Ed. 287 (1871), the court 
said, “It is then clear that the power of Congress may be exerted, though the effect of such ex- 
ertion may be in one case to annul, and in the other case to impair the obligations of contracts. 
And it is no sufficient answer to this to say it is true only where the powers exerted were ex- 
pressly granted.” It is significant that the court in this case avoided a finding of impairment by 
holding that money contracts are made subject to the regulation of currency. 

A case involving deprivation of property in the exercise of the coinage power is Ling Su Fan 
v. United States, 218 U.S. 302, 31 Sup. Ct. 21, 54 L. Ed. 1049 (1910). The court held the power 
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the ability to establish for the country, in these times, an adequate currency 
system, then it may well be urged that the power to nullify the gold clause is 
necessary to the effective exercise of the money powers of Congress.3?7 The 
treatment afforded statutes regulating interstate commerce,** bankruptcy,» 


to coin money included the power to prevent its outflow from the country of its origin, and did 
not constitute such an arbitrary or unreasonable interference with private rights as to be lack- 
ing in due process. The court also declared that the wisdom of the legislation does not affect 
the question of Congress’ power. 3 Willoughby, The Constitutional Law of the United States, 
(2d ed. 1929), 1857. 

In Knox v. Lee, 12 Wall. (U.S.) 457, 551, 20 L. Ed. 287 (1871), the court said, “‘As in a state 
of civil society, property of a citizen or subject is ownership subject to the lawful demands of 
the sovereign, so contracts must be understood as made in reference to the possible exercise of 
rightful authority of the government, and no obligation of a contract can extend to the defeat 
of legitimate government authority.” 

37 See Willard, Post, Power of Congress to Nullify Gold Clauses, 46 Harv. L. Rev. 1225 
(1933); see also Norman v. Baltimore & Ohio R.R., 265 N.Y. 37, 191 N.E. 726 (1934), in which 
Chief Justice Pound in sustaining the statute nullifying gold clause stated: ‘To subordinate the 
exercise of the Federal authority to the continuing operation of previous contracts would be to 
place to this extent the power to coin money and regulate its value in the hands of private in- 
dividuals and thus to impair the sovereign power delegated to the national government.” 

38 Addyston Pipe & Steel Co. v. United States, 175 U.S. 211, 228, 20 Sup. Ct. 96, 44 L. Ed. 
136 (1899): ‘We do not assent to the correctness of the proposition that the constitutional 
guaranty of liberty to individuals to enter into private contracts limits the power of Congress 
and prevents it from legislating upon the subject of contracts relating to interstate commerce. 
.... Congress . . . . may enact such legislation as shall declare void and prohibit the per- 
formance of any contracts between individuals or corporations where the natural and direct 
effect of such contracts will be, when carried out, to directly . . . . regulate [sic] to any sub- 
stantial extent interstate commerce.” 

In Atlantic Coast Line R.R. Co. v. Riverside Mills, 219 U.S. 186, 31 Sup. Ct. 164, 55 L. Ed 
167 (1911), the court admitted that the effect of its holding was to deny to the initial carrier a 
freedom to enter into a contract limiting its liability, but said, “It is obvious from many deci- 
sions of this court, that there is no such thing as absolute freedom of contract. Contracts which 
contravene public policy cannot lawfully be made at all; and the power to make contracts may 
in all cases be regulated as to form, as to validity, and as to third persons. The power of govern- 
ment extends to the denial of liberty to contract to the extent of forbidding or regulating every con- 
tract which is reasonably calculated to injuriously affect the public interest. 

“Having the express power to make rules for conduct of commerce among the states, the 
range of congressional direction as to regulations best adapted to remedy a practice found 
hurtful is a wide one. If the regulating act be one directly applicable to such commerce, not 
obnoxious to any provision of the constitution, and reasonably adapted to the purpose by rea- 
son of legitimate relation between such commerce and the rule provided, the question of power 
is foreclosed.”’ (219 U.S. 202). 

See also Louisville & Nashville R.R. Co. v. Mottley, 219 U.S. 467, 31 Sup. Ct. 265, 55 L. Ed. 
297 (1911); Houston, E. & W. Tex. Ry. v. United States, 234 U.S. 342, 34 Sup. Ct. 833, 57 
L. Ed. 1341 (1914); New York v. United States, 257 U.S. 591, 42 Sup. Ct. 234, 66 L. Ed. 385 
(1922); Stafford v. Wallace, 258 U.S. 495, 42 Sup. Ct. 397, 66 L. Ed. 735 (1932); Hill v. Wallace, 
259 U.S. 344, 42 Sup. Ct. 453, 66 L. Ed. 822 (1922); United Mine Workers of America v. 
Coronado Coal Co., 259 U.S. 344, 42 Sup. Ct. 570, 66 L. Ed. 675 (1922); C., B. & Q. R.R. Co. 
v. McGuire, 219 U.S. 549, 31 Sup. Ct. 259, 55 L. Ed. 328 (1911); Philadelphia, B. & W. R.R. 
Co. v. Schubert, 224 U.S. 603, 32 Sup. Ct. 589, 56 L. Ed. 911 (1912). 


39 Hanover National Bank v. Moyses, 186 U.S. 181, 22 Sup. Ct. 857, 46 L. Ed. 1113 (1902). 
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tariffs, embargoes and requisitions’ would indicate that the legislation in ques- 


tion will not be considered an “impairment”’ within the meaning of the constitu- 
tional prohibition of the due process clause. 


The present emergency, moreover, may have a persuasive effect on any de- 
termination of constitutionality. While it is said that emergency will not create 
a power, it will provide an excuse for the exercise of power which could not other- 
wise be exercised,# and will make legislation, unreasonable in normal times, 
reasonable in the light of present conditions. 


4 Buttfield v. Stranahan, 192 U.S. 470, 24 Sup. Ct. 349 (1883); Armour Packing Co. v. 
United States, 209 U.S. 56, 28 Sup. Ct. 428, 52 L. Ed. 681 (1908); Norwegian Products Co. v. 
United States, 288 U.S. 294, 53 Sup. Ct. 35, 77 L. Ed. 796 (1933). 

# See Collier, Gold Contracts and Legislative Power, 2 Geo. Wash. L. Rev. 303, 334 (1934). 
The author compares the proviso of section 1 of Article 1, of the U.S. Constitution which pro- 
hibits the states from passing laws impairing obligation of contracts with the due process 
clause of the 5th amendment and points out that the two clauses are obviously not co-extensive 
although they may sometimes in particular situations have a similar restrictive effect. 


# Block v. Hirsh, 256 U.S. 135, 41 Sup. Ct. 458, 65 L. Ed. 865; Edgar A. Levy Leasing Co. 
v. Siegel, 258 U.S. 242, 42 Sup. Ct. 289, 66 L. Ed. 595 (1922); Marcus Brown Holding Co. v. 
Feldman, 256 U.S. 170, 41 Sup. Ct. 465, 65 L. Ed. 877 (1921); Chastleton Corp. v. Sinclair, 
264 U.S. 543, 44 Sup. Ct. 405, 68 L. Ed. 841 (1924). In the celebrated decision of Wilson v. 
New, 243 U.S. 332, 37 Sup. Ct. 298, 61 L. Ed. 755 (1917), Chief Justice White upheld the pow- 
er of Congress, when an emergency confronted the government, to halt a threatened strike of 
railway trainmen by fixing their wages and hours of work. See also Coppage v. Kansas, 236 
U.S. 1, 35 Sup. Ct. 240, 59 L. Ed. 441 (1915); Adair v. United States, 208 U.S. 161, 28 Sup. Ct. 
277, 52 L. Ed. 436 (1908); cf. Bailey v. Alabama, 219 U.S. 219, 31 Sup. Ct. 145, 55 L. Ed. 191 
(1911); Clyatt v. United States, 197 U.S. 207, 25 Sup. Ct. 429, 49 L. Ed. 726 (1905). See Home 
Building & Loan Association v. Blaisdell, 290 U.S. 398, 54 Sup. Ct. 231 (1934); 1 Univ. Chi. L. 
Rev. 639 (1934). 
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Banks and Banking—Preferences—{Federal].—The plaintiff’s note was received 
by a national bank at which it was payable and then surrendered to the maker in return 
for his check upon his account. Upon failure of the bank before it had paid the plain- 
tiff, an action was brought under a state statute which, in such a situation, purported 
to impress a trust upon the assets of the bank in favor of the owner of the note. N.Y. 
Cahill’s Consol. Laws (1933), c. 39 § 350-1, subd. 2 (Bank Collection Code, section 
13 (2) ). Held, that the state statute was “unavailing” because contrary to the federal 
statute, 13 Stat. rr5 (1864), U.S.C.A. title 12, § 194 (1926), construed to forbid certain 
preferences among claims to the assets of failed national banks. Old Company’s Lehigh, 
Inc. v. Meeker, 71 F. (2d) 280 (C.C.A. 2d 1934). 

State legislation may govern national banks only so long as it does not conflict with 
federal law. McClellan v. Chipman, 164 U.S. 347 (1896); First National Bank v. Mis- 
souri, 263 U.S. 640 (1924); Lewis v. Fidelity & Deposit Co., 54 Sup. Ct. 848 (1934); 
Webster v. Sweat, 65 F. (2d) 109 (C.C.A. sth 1933); Royal Mfg. Co. v. Spradlin, 6 F. 
Supp. 98 (D.C.N.C. 1934). In the distribution of assets of failed banks, the National 
Banking Act, 13 Stat. 15 (1864), U.S.C.A. Title 12, § 194 (1926) has been construed to 
forbid preferences dependent for their existence upon the fact of insolvency or failure. 
Davis v. Elmira Savings Bank, 161 U.S. 275 (18096); Steele v. Randall, 19 F. (2d) 40 
(C.C.A. 8th 1927); Palo Alto County v. Ulrich, 199 Iowa 1, 201 N.W. 132 (1924); 7 
Michie, Banks and Banking (perm. ed. 1932), § 251. The New York statute, N.Y. 
Cahill’s Consol. Laws (1933), c. 39, § 350-1, subd. 2 (Bank Collection Code, § 13(2)), 
by the court’s construction in the present case, made the preference dependent upon 
the failure or insolvency of the bank; hence, the statute conflicted with the federal law. 
See Bogert, Failed Banks, Collection Items, and Trust Preferences, 29 Mich. L. Rev. 
545, 566 n. 43, where this decision is, in effect, anticipated; see also the proposed Uni- 
form Bank Collection Act (Tentative Draft #5, 1934), § 24, which is objectionable 
for the same reason. In place of the invalid state statute the applicable federal law is 
of a simple debtor-creditor relationship. Larabee Flour Mills v. First National Bank, 
13 F. (2d) 330 (C.C.A. 8th 1926); Allied Mills v. Horton, 65 F. (2d) 708 (C.C.A. 7th 
1933); Lifsey v. Goodyear Tire and Rubber Co., 67 F.(2d) 82 (C.C.A. 4th 1933); First 
National Bank v. Miami, 69 F. (2d) 346 (C.C.A. sth 1934). 

Though the result reached by allowing the preference sought to be created by the 
Bank Collection Code is to place the losses of the bank collection system due to bank 
failures upon the depositors of closed banks, instead of upon those who use the bank 
collection system, (Bogert, Failed Banks, Collection Items, and Trust Preferences, 29 
Mich. L. Rev. 545, 561 (1931)), the present decision creates an arbitrary distinction be- 
tween state and national banks. This may be avoided by creating the preference at the 
time of the charge or collection of the item Royal Mfg. Co. v. Spradlin, 6 F. Supp. 98 
(D.C.N.C. 1934); North Carolina Code (1931), c. 5, § 218(c). 


Evidence—Cross-Examination of Witness on Collateral Matters to Discredit— 
[Federal].—A federal prohibition officer was prosecuted for accepting a bribe. The 
146 
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prosecuting witness testified that he gave the defendant marked money, which was 
found in his possession, in return for protection of his speak-easy. When cross-ex- 
amined as to the source of the money he refused to answer, and an exception was taken 
to the ruling that he was not required to answer. Held, that the cross-examination was 
properly excluded provided that the money in question had not come from some one 
in the government service. United States v. Remington, 64 F. (2d) 386 (C.C.A. 2d 1933). 

While the decision itself is to be expected, the case interest lies in the fact that the 
court seems to feel that if the total result would be changed by discrediting the prose- 
cuting witness, contradicting his testimony as to the source of the money though not 
from governmental sources, it would be permissable to cross-examine him concerning 
this purely personal matter in no way connected with the case at bar. The Supreme 
Court in 1873 decided in a very similar case that the source of money was immaterial, 
and the information might be reserved if it were purely personal. Rea v. Missouri, 84 
U.S. 532 (1873). Text writers uniformly say that a witness cannot be contradicted on 
facts which could not have been shown in evidence for any purpose independently of 
the contradiction. 2 Wigmore, Evidence (2d ed. 1923), 242, 432, 435, §§ 878, 1001, 
1003. 

When Alford v. United States, 282 U.S. 687 (1932), was pressed in support of the 
alleged prejudicial error the court seized an almost apparitional opportunity to treat 
their own decision, United States v. Easterday, 57 F. (2d) 165 (C.C.A. 2d 1932), certiorari 
denied, 286 U.S. 218 (1932), as a modification of the urged case. The Alford case was 
one in which it was held error to refuse cross-examination as to a witness’s residence, 
the declared purpose being to show coercion by the government in whose custody the 
witness was residing. In the Easterday case the question of residence was put, answer 
refused, and the refusal upheld on appeal, but there was no effort on the part of the de- 
fense to show the present compulsion of the witness by the prosecution. The cases and 
their distinctions are patent, but their relation to the case at hand is abstruse. The 
question involved in the present case is the demanded right to disparage a prosecuting 
witness’s testimony by showing a particular instance of fabrication, the subject matter 
of which is not involved in the case and could not be admitted for the purpose at- 
tempted. 

It would, however, have been proper cross-examination to ask the source of the 
money to lay a foundation for contradicting evidence to prove that the witness had no 
money and inferentially could not have bribed the defendant, 2 Bishop, Criminal Law 
(oth ed., Zane and Zollman, 1923), 777, § 1032. In the present case that had already 
been done without question when the defendant alleged that he had received the money 
from a certain person who on examination denied that he had paid the money to the 
defendant. In East Tenn., Va., and Ga. Ry. Co. v. Daniel, 91 Ga. 768, 18 S.E. 22 (1893)» 
the decision of the lower court was reversed when it did not allow the defense to prove 
by a storekeeper that the witness did not go to his store and purchase tobacco at the 
time referred to, as the witness had testified, to explain his presence at the time and 
place in question. Such testimony would have been proper to discredit the witness as 
to the fact of his presence. In the prosecution of a mail carrier for abstraction of money 
from a letter, Scott v. United States, 172 U.S. 343 (1898), the defendant attempted to 
raise a suspicion that his enemies had placed the marked money in his pockets. The 
enemies named were properly allowed to testify that they had no ill will toward the 
defendant and that they had never quarrelled with him, the object of such testimony 
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being to refute the inference from defendant’s testimony that he had lawful possession 
of the money. 

Such cross-examination would also have been proper to show that the prosecuting 
witness had obtained the money from someone in the governmental service to lay the 
foundation for the possible defense of entrapment. See Martin v. United States, 278 
Fed. 913 (C.C.A. 2d 1922); O’Brien v. United States, 51 F. (2d) 674 (C.C.A. oth 1931). 

In the case under consideration, however, the defense did not state any such pur- 
poses for the cross-examination, and the questions were not raised. 

Life Insurance—Beneficiary as Murderer and Sole Next of Kin—[West Virginia].— 
The beneficiary of a life insurance policy and sole next of kin of the insured murdered 
the insured. The administrator of the insured’s estate, which was debt free, sued for 
the proceeds of the policy but was denied recovery. Wickline v. Phoenix Mut. Life Ins. 
Co., 106 W.Va. 424, 145 S.E. 743 (1928). The state then sued the insurance company 
claiming the proceeds as bona vacantia. Held, there being no equity in favor of the 
state, the insurance company need not pay. State v. Phoenix Mut. Life Ins. Co., 170 
S.E. 909 (W.Va. 1933). 

A beneficiary of a life insurance policy who murders the insured loses his rights 
under the policy and the insurance money goes to the estate of the insured. Inter- 
Southern Life Ins. Co. v. Butts, 179 Ark. 349, 16 S.W. (2d) 184 (1929); Schmidt v. 
Northern Life Assn. 112 Ia. 41, 83 N.W. 800 (1900); Anderson v. Life Ins. Co. of Va., 
152 N.C. 1, 67 S.E. 53 (1910); but see Spicer v. N.Y. Life Ins. Co., 268 Fed. 500 (1920). 
Where the wrongdoing beneficiary is also a next of kin of the insured some courts per- 
mit the insured’s administrator to recover, apparently even though this may permit 
the murderer to take as next of kin. National Benefit Life Ins. Co. v. Davis, 38 Oh. App. 
454, 176 N.E. 490 (1929); Equitable Life Assurance Society v. Weightman, 61 Okla. 106, 
160 Pac. 629 (1916); Murchison v. Murchison, 203 S.W. 423 (Tex. Civ. App. 1918). 
Other courts recognize the administrator’s right to recover, but treat the murderer as 
non-existent for purposes of distribution of the estate, thus preventing the murderer 
recovering as next of kin after having denied him as beneficiary. [iinois Bankers’ Life 
Assn. v. Collins, 341 Ill. 548, 173 N.E. 465 (1930); Slocum v. Metropolitan Life Ins. 
Co., 245 Mass. 565, 139 N.E. 816 (1923); De Zotell v. Mutual Life Ins. Co. of N.Y., 60 
S.D. 532, 245 N.W. 58 (1932). But, since under the view of certain courts the statutes 
of descent and distribution allow no exception, the policy which prevented the mur- 
derer from recovering as beneficiary will also prevent the administrator from recover- 
ing. McDonald v. Mutual Life Ins. Co., 178 Ia. 863, 160 N.W. 289 (1916); Johnston ». 
Metropolitan Life Ins. Co., 85 W.Va. 70, 100 S.E. 865 (1919). This was the position 
taken by the West Virginia court when the administrator sued on the policy involved 
in the present case. Wickline v. Phoenix Mut. Life Ins. Co., 106 W.Va. 424, 145 S.E. 
743 (1928). The court in that case might well have permitted the administrator to 
recover and then have held the sole distributee-murderer as a constructive trustee for 
the ones properly entitled to take, all the other heirs of the insured except himself, the 
state taking as bona vacantia in the absence of other heirs. This solution has been 
suggested for an analogous problem, the murder of an ancestor or testator by an heir 
or legatee. See Barnett v. Couey, 224 Mo. App. 913, 27 S.W. (2d) 757 (1930); Ellerson 
v. Westcott, 148 N.Y. 149, 42 N.E. 540 (1896); Van Alstyne v. Tuffy, 169 N.Y.S. 173, 
103 Misc. 445 (1918); Bryant v. Bryant, 193 N.C. 372, 137 S.E. 188 (1927); Ames, 
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Lectures on Legal History (1913), 310, 311; 3 Pomeroy, Equity Jurisprudence (4th ed. 
1918), 1054. But, since the West Virginia court refused to permit the administrator to 
recover, it might well have permitted the state to recover by regarding it as the cestui 
of a constructive trust with the murderer-beneficiary as constructive trustee. The con- 
tract between the insurance company and the insured was a chose in action, a property 
right, which the insured intended to vest in his wife. Since the wrongdoer certainly will 
not be permitted to receive it, and since the insurance company should not be able to 
escape liability on the contract, the state should be able to claim this chose in action as 
property without an owner. See 20 Col. L. Rev. 465 (1920). 


Mortgages—Right to Possession of Senior Mortgagee as against Receivers Ap- 
pointed for Junior Mortgagee—(IIlinois]_—A senior mortgagee filed a petition praying 
that a receiver appointed in a prior foreclosure proceeding brought by a junior mortgagee 
be ordered to surrender possession of the mortgaged realty and to turn over the rents and 
profits to him. Held, affirming the appellate court’s decision, 270 Ill. App. 473, that the 
petition be granted since the senior mortgagee was the legal title holder and therefore 
entitled to possession of the mortgaged premises. Wolkenstein v. Slonim, 355 Ill. 306, 
189 N.E. 312 (1934). 

If the prior mortgagee is not in possession the application of the subsequent mort- 
gagee for a receiver will generally be allowed assuming the usual requirements are pres- 
ent. Bryan v. Cormick, 1 Cox 422 (1788); Dalmer v. Dashwood, 2 Cox 378 (1793); 
Silver v. Bishop of Norwich, 3 Swans. 112 (1818); Berney v. Sewell, 1 Jac. & W. 647 
(1820). But the appointment must be made without prejudice to those who have prior 
rights in the property. Post v. Dorr, 4 Ed. Ch. (N.Y.) 412 (1844); Washington Life Ins. 
Co. v. Jacob Fleischauer et al., 1o Hun (N.Y.) 117 (1877); Courtleyeu v. Hathaway, 11 
N.J.Eq. 30, 42 (1855); Tanfield v. Irvine, 2 Russ. 149 (1826). See also, 3 Jones, Mort- 
gages (8th ed. 1928), 420-3, §§ 1937-39. 

In Illinois it seems settled that on default the senior mortgagee has a legal right to 
possession. Taylor v. Adams, 115 Ill. 570 (1886); Rohrer v. Deatherage, 336 Ill. 450, 454, 
455, 168 N.E. 650 (1929). If the junior mortgagee has already secured the appoint- 
ment of a receiver, the senior mortgagee may ask leave of the court of equity in which 
the receiver for the junior mortgagee was appointed to bring ejectment. Angel v. 
Smith, 9 Ves. 335 (1804); Brooks v. Greathed, 1 Jac. & W. 176 (1820); Green v. Winter, 
1 Johns. Ch. (N.Y.) 60 (1814). But if there is an express recognition of the senior 
mortgagee’s title in the order granting the receiver some courts intimate that such 
leave need not be obtained. See Wiswall v. Sampson, 14 How. (U.S.) 52 (1852); 
Walmsley v. Mundy, 13 Q.B.D. 807 (1884). But see Underhay v. Read, 20 Q.B.D 209 
(1887). But a suit in ejectment frequently involves delay and in the meantime the 
junior mortgagee is entitled to the rents and profits collected by the receiver (Sosnick v. 
Jesieski, 110 N.J.Eq. 267, 159 Atl. 630 (1932); Sullivan v. Rosson, 223 N.Y. 217, 119 
N.E. 405 (1918); but see Bergin v. Robbins, 109 Conn. 329, 335 (1929)) unless the 
senior mortgagee was made a party to the proceedings by the junior mortgagee for the 
appointment of the receiver, in which case the proceeds are distributed according to 
the priority of the claims. Cross v. Will County Nat. Bank, 177 Ill. 33, 52 N.E. 322 
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(1898); Palmer v. Lewistown Nat. Bank, 238 Ill. App. 492 (1925); Fidelity Mtg. Co. v. 
Mahon, 31 Ohio App. 151, 166 N.E. 207 (1929). 

The disadvantages of an ejectment action may be avoided by the senior mortgagee 
having a receiver of his own appointed, but this is seldom done (Howell v. Ripley, 10 
Paige (N.Y.) 43 (1843)) since the prior encumbrancer may also have the existing re- 
ceivership extended to his encumbrance and in such manner obtain the benefit of 
rents and profits from the date of such extension. See Builder’s Bond & Mortgage Co. v. 
Wrobel, 266 Ill. App. 325 (1932); Seegren v. Decker, 263 Ill. App. 373 (1931); Agra & 
Masterman’s Bank v. Barry, Ir. Rep. 3 Eq. 443 (1869); Sanders v. Lord Lisle, Ir. Rep. 4 
Eq. 43 (1869). But see Beverley v. Brooke, 4 Grat. (Va.) 187 (1847). Such relief is not 
entirely satisfactory, for as was pointed out in the principal case, the expenses of ad- 
ministration by a receiver are often greater than if the mortgagee managed the 
property himself. 

Apparently the English courts have held that the court appointing the receiver, 
since it has the property under its control, may direct that such receiver surrender 
possession to the prior mortgagee on his examination pro interesse suo, thereby avoiding 
the disadvantages encountered in an ejectment action and under an extension of the 
receivership. Langton v. Langton, 7 De G., M. & G. 30 (1855); Preston v. Tunbridge 
Wells Opera House, Ltd., [1903] 2 Ch. 323. This seems to be the established Illinois 
practice. Gunning v. Sorg, 214 Ill. 616, 73 N.E. 870 (1905); Altschuler v. Sandelman, 
264 Ill. App. 106 (1931); Consumer’s Bond & Mtg. Co. v. Sadin, 266 Ill. App. 141 
(1932). There are dicta to the effect that the rule will be followed in other jurisdic- 
tions. See Odell v. Batterman, 223 Fed. 292, 299 (1915); Palys v. Jewett, 32 N.J. Eq. 302, 
316 (1880). 

The objection that might be raised to the relief given in the present case is that 
where the security is adequate for the senior mortgagee only, the junior mortgagee 
should be permitted to retain possession in order that he might receive the rents and 
profits until foreclosure and thus reduce the indebtedness to that extent. But to the 
extent that the senior mortgagee receives rents and profits his indebtedness is de- 
creased and this inures to the benefit of the junior mortgagee. 

A second objection is that after the senior mortgagee takes possession the junior 
mortgagee has no sufficient protection against mismanagement, though the junior 
mortgagee is, of course, entitled to an accounting by the mortgagee in possession. 
Williams v. Marmor, 321 Ill. 283, 151 N.E. 880 (1926); Long v. Richards, 170 Mass. 120, 
48 N.E. 1083 (1898). But if the receiver were allowed to continue in possession, the 
position of the junior mortgagee would be more secure, for the courts hold the receiver 
to a high degree of diligence and care in dealings with the property entrusted to him. 
Home Trust Savings Co. v. District Court of Polk County, 121 Ia. 1, 95 N.W. 522 (1903); 
Atkins v. Judson, 33 App. Div. 42, 53 N.Y.S. 504 (1898); Herrigan v. Gilchrist, 121 Wis. 
127, 99 N.W. 909 (1904). While all that is required of the mortgagee in possession is 
such management and diligence in making the property productive as a prudent owner 
would exercise. American Freehold Land Mtg. Co. of London, Ltd. v. Pollard, 132 Ala. 
155, 32 So. 630 (1902); Benham v. Rowe, 2 Cal. 387 (1852); Kinkead v. Peet, 153 Ia. 199, 
132 N.W. 1095 (1911). See also Mills v. Day, 206 Mass. 530, 92 N.E. 803 (1910); 
Stevenson v. Edwards, 98 Mo. 622, 12 S.W. 255 (1889); Conaway v. Thomas, 101 Okla. 
227, 224 Pac. 965 (1924). 
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But if placing the prior mortgagee in possession does not afford adequate protection 
to the junior mortgagee, the remedy does not lie in establishing a very questionable 
distinction between the senior mortgagee’s right to possession before and after appoint- 
ment of a receiver, but by holding the mortgagee in possession to a more strict stand- 
ard. Under such a standard the mortgagee in possession would be held accountable for 
the proceeds that reasonably efficient management would have availed. See Jackson v. 
Lynch, 129 Ill. 72, 21 N.E. 580 (1889); Atwood v. Warner, 92 Neb. 370, 138 N.W. 605 
(1912); White v. City of London Brewing Co., 42 Ch. 237 (1889). And where the senior 
mortgagee has the unquestioned legal right to possession, as he had in the present case, 
it would seem contrary to equitable principles to permit the receiver to force the mort- 
gagee to sue at law in ejectment when the sole result would be to delay the termination 
of the receivership. 


Real Property—Inheritance Tax—Escheat—({Nebraska].—Upon the death of 
O’Connor, intestate and without heirs, the state took his property by escheat. Adams 
County brought an action against the state claiming an inheritance tax under a 
statute (Neb. Rev. Stat. (1913), § 6622) which named the counties as recipients of 
the tax. Held, the county could not recover because escheat is not a transfer of property 
“by will or under the intestate laws.” In reO’Connor’s Estate, 126 Neb. 182, 252 N.W. 
826 (1934). 

Under the English common law escheat was an inseparable incident of feudal ten- 
ure. The feudal policy was to have a tenant always seized of the land to perform the 
feudal services; upon failure of heirs or the inheritable quality of the blood, the estate 
of the tenant ended and the lord of the fee, whether a mesne lord or the crown, became 
entitled to the land by virtue of his paramount title, that is, the land escheated. 
3 Cruise, Digest (1804), 491; 3 Holdsworth, History of English Law (1923), 67. Those 
property rights not the subject of tenure, such as equitable estates, could not escheat. 
Burgess v. Wheate, 1 Eden 177 (1759). Intestate personalty on failure of next kin went 
to the crown as bona vacantia by virtue of the sovereign powers of the crown. Dyke 2. 
Wiford, 5 Mos. P.C. 434 (1846); Im re Bond, [1901] 1 Ch. 15. The Statute of Quia 
Emptores (1290) made escheat of little value to anyone except the crown. Escheat 
has now been abolished in England and intestate land on failure of heirs now lapses to 
the Crown as bona vacantia, Administration of Estates Act, 15 Geo. V, c. 3, §§ 45(1), 
46 (1925). 

In the United States the view has been taken that after the Revolution the state 
succeeded to the rights of the Crown in the tenure relation; hence, under Quia Emp- 
tores, land was held of the state and so escheated to the state upon intestacy and failure 
of heirs. Escheat statutes, according to this theory, have merely applied this to all 
property, real and personal. State v. Reeder, 5 Neb. 203 (1876); Hughes v. State, 41 Tex. 
10 (1874); Gray, Rule against Perpetuities (3d ed. 1915), §§ 23, 24. 

Modern writers tend to ignore the feudal origin of escheat and base it upon princi- 
ples of sovereignty. 3 Kent, Commentaries (14th ed., 1896), 510; 4 Kent, Commen- 
taries (14th ed. 1896), 425; 3 Pomeroy, Equity Jurisprudence (3d ed. 1905), 990; 3 
Washburne, Real Property (3d ed. 1868), 46-49; 8 Corn. L. Q. 74 (1923); 18 Michigan 
L. Rev. 226 (1920). But see Bigelow and Madden, Introduction to the Law of Real 
Property (2d ed. 1934), 17. That this attitude is a reflection of the actual state of the 
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law is shown in constitutional and statutory provisions abolishing tenure but preserv- 
ing escheat, (Minn. Const., Art. I, 15; Mason’s Minn. Stat. (1927) 8720; New York 
Const., Art. I, 10, 11; Johnston v. Spicer, 107 N.Y. 185, 13 N.E. 753 (1887); Matter of 
Melrose Ave., 234 N.Y. 48, 136 N.E. 235 (1922)), and in judicial conclusion where the 
statutes are silent on tenure. State v. Ames, 23 La. An. 69 (1871); Matthews v. Ward, 10 
Gill & J. (Md.) 443 (1839). To put escheat upon grounds of sovereignty makes it in- 
distinguishable from the doctrine of bona vacantia now in force in England, which vests 
intestate property in the crown for the public benefit. Gray, Rule against Perpetuities 
(3d ed. 1915) § 205; 52 Sol. J. 678 (1908). 

Some courts, throwing aside the feudal background of tenure, have felt obliged to 
discard the reversion analogy as well, and have held that the state took by succession 
as ultimate heir. Christianson v. King County, 239 U.S. 356 (1915); Note, 15 L. R. A. 
(N.S.) 379 (1908); 3 Minn. L. Rev. 325 (1919); 7 Minn. L. Rev. 168 (1922). Logically, 
if this is true, escheated property is subject to an inheritance tax. People v. Richardson, 
259 Ill. 275, 109 N.E. 1033 (1915); 29 Harv. L. Rev. 455 (1915). But it seems more 
accurate to say that the state takes because of failure of heirs. In re Miner’s Estate, 143 
Cal. 194, 76 Pac. 969 (1904); Delaney v. State, 42 N.D. 630, 174 N.W. 290 (1919); 
In re McClellan’s Estate, 27 S.D. 109, 129 N.W. 1037 (1911); 27 Harv. L. Rev. 452 
(1907). Since the court in the principal case considered that a tenure relation existed 
between the state and owners of land it would clearly follow that the state was not 
taking by transfer by will or by the intestate laws as required by the inheritance 
statute (Neb. Rev. Stat. (1913) § 6622), but rather by virtue of its paramount title. 
See in re Pell’s Estate, 171 N.Y. 48, 63 N.E. 789 (1932); Attorney General v. Mercer, 
8 A.C. 767, 772 (1883). Likewise, when the state takes property as bona vacantia, it 
takes “by virtue of a paramount title and not by way of representation to the last 


owner.” Scott, Escheat and Bona Vacantia, 37 Can. L. T. (1917); 52 Sol. J. 678 
(1908). 


Sales—aAction for Price of Corporate Shares—{New York].—The defendant agreed 
to purchase preferred stock from the plaintiff, title to pass on delivery. The defendant 
refused to accept the tendered stock and the plaintiff sued to recover the contract price 
of the stock. Held, plaintiff may recover not the contract price but only damages for 
the breach. Agar v. Orda, 264 N.Y. 248, 190 N.E. 479 (1934). 

Prior to the adoption of the Uniform Sales Act, the common law of New York per- 
mitted the seller, in an executory contract for the sale of personal property to recover 
the full price. Dustan v. McAndrew, 44 N.Y. 72 (1870); Ackerman v. Rubens, 167 N.Y. 
405, 60 N.E. 750 (1901); see also Osgood v. Skinner, 211 Ill. 229, 71 N.E. 869 (1904). The 
preferable common law view permitted the recovery of the price only when the subject 
matter had little or no resale value. Fisher etc. Machine Co. v. Warner, 233 Fed. 527 
(C.C.A. 2d 1916); Burdick, Sales (3d ed. 1913) § 363; 2 Mechem, Sales (1901), § 1694; 
2 Williston, Sales (1924) §§ 565, 566. 

The Uniform Sales Act (§§ 63(3), 64 (1) ), adopted in New York, permits the price 
to be recovered only if the “goods” cannot be readily resold for a reasonable price. 
N.Y. Pers. Prop. Law (1911), §§ 144, 145. “Goods” as defined in the Sales Act (§76) 
excludes “things in action and money.” N.Y. Pers. Prop. Law (1911), § 156. Hence 
only if shares of stock be “goods” could the Sales Act apply. They have been so con- 
sidered for various purposes: Statute of Frauds, De Numsio v. De Nunzio, 90 Conn. 
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342, 97 Atl. 323 (1916); conversion, Herrick v. Humphrey Hardware Co., 73 Neb. 8009, 
103 N.W. 685 (1905); Uniform Sales Act, Postal v. Hagist, 251 Ill. App. 454 (1928); 
Crichfield-Loeffler Inc. v. Taverna, 4 N.J. Misc. 310, 132 Atl. 494 (1926); Corwin v. 
Grays Harbor Washingtonian, 151 Wash. 585, 292 Pac. 412 (1930). Contra: Millard v. 
Green, 94 Conn. 597, 110 Atl. 177 (1920); Goodhue v. State Street Trust Co., 267 Mass. 28, 
165 N.E. 701 (1929); Smith v. Lingelbach, 177 Wis. 170, 187 N.W. 1007 (1922); 2 Willis- 
ton, Sales (1924), § 619, n. 13. See 45 Harv. L. Rev. 1412 (1932). The court in the 
principal case did not deny recovery for the price on the ground that the Sales Act 
applied but held, rather, that situations similar and closely related to those governed 
by the Sales Act should be governed by the same rules in order to maintain uniformity. 
But see 17 Minn. L. Rev. 106 (1932); 34 Col. L. Rev. 1372 (1934). The Uniform Sales 
Act rules have been similarly applied to other situations not governed by the Act. 
Thompson Spot Welder Co. v. Dickelman Mfg. Co., 15 Ohio App. 270 (1921); Influence 
of Sales Act on Non-Sales Law, 26 Col. L. Rev. 744 (1926). In other fields also, the 
tendency is apparent to apply statutory rules to closely related situations, thereby 
changing the former common law rule. Thus the Negotiable Instruments Law has in 
effect been applied to cases which it does not cover. Wemniger v. Success Mining Co., 227 
Fed. 548 (1915); Bank of Culloden v. Bank of Forsyth, 120 Ga. §75, 48 S.E. 226 (1904); 
12 Fletcher, Corporations (perm. ed. 1932), § 5477. Likewise statutes treating unin- 
corporated associations as legal entities for some purposes have been held to have 
changed the common law rules as to unincorporated associations in other respects. 
United Mine Workers of America v. Coronado Coal Co., 259 U.S. 344 (1922); Warren, 
Corporate Advantages without Incorporation (1929), 648, 662 ff. 


Torts—Mental Suffering as a Cause of Action—[{Nebraska].—When the plaintiff 
sued on a promissory note, the defendant cross-petitioned for damages for mental suf- 
fering caused by the plaintiff in its attempts to collect the debt. The attempts consisted 
of sending a series of threatening letters to the defendant and writing to the defendant’s 
employer and neighbors. The plaintiff failed to prove in the execution of the note 
formalities necessary to its validity. On the cross-petition it was held, that the defend- 
ant recover, the mental pain intentionally inflicted to coerce payment of a debt known 
to be invalid constituting a cause of action. La Salle Extension University v. Fogarty, 
126 Neb. 457, 253 N.W. 424 (1934). 

Where there is a separate cause of action in tort or contract mental suffering will be 
considered an element of damages. Lyons v. Smith, 176 Ark. 728, 3 S.W. (2d) 982 
(1928); Fitzsimmons v. Olinger Mortuary Association, 91 Colo. 544, 17 P. (2d) 535 
(1932); Lonergan v. Small, 81 Kan. 48, 105 Pac. 27 (1909). Emotional shock which in- 
volves physical consequences constitutes a cause of action whether the defendant 
acted intentionally or negligently. Rogers v. Williard, 144 Ark. 587, 223 S.W. 15 
(1920); Wilkinson v. Downton, [1897] 2 Q.B. 57; Hambrook v. Stokes Bros., [1925] 1 K.B. 
141; contra, Alexander v. Pacholek, 222 Mich. 157, 192 N.W. 652 (1923); Crutcher v. 
R. Co., 132 Mo. App. 311, 111 S.W. 891 (1908). But recovery is generally denied for 
mental suffering without physical consequences or a separate cause of action apart 
from the mental suffering. Southern Express Co. v. Byers, 240 U.S. 612 (1915); Jones ». 
Western Union Telegraph Co., 233 Fed. 301 (1916); Trigg v. St. Louis, K.C. and N.R. 
Co., 74 Mo. 147 (1881); Brooker v. Silverthorne, 111 S.C. 553, 99 S.E. 350 (1919). Inthe 
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cases allowing recovery defendant intentionally inflicted the mental suffering. Wilson 
v. Wilkins, 181 Ark. 137, 25 S.W. (2d) 428 (1930); Barnett v. Collection Service Co., 214 
Ia. 1303, 242 N.W. 25 (1932). 

The reason given for the general denial of recovery for mental suffering alone is the 
great risk of fraud in the proof of the mental pain. Wadsworth v. Western Union Tele- 
graph Co., 86 Tenn. 695, 8 S.W. 574 (1888); 1 Street, Foundations of Legal Liability 
(1906), 475; Pound, Interests of Personality, 28 Harv. L. Rev. 343, 359 (1915). But 
the risk is greatly lessened if, as in the principal case, proof is required that the acts 
were intended to inflict mental pain. Wilson v.Wilkins, 181 Ark. 137, 25 S.W. (2d) 428 
(1930); Barnett v. Collection Service Co., 214 Ia. 1303, 242 N.W. 25 (1932). With this 
safeguard the courts might well recognize mental injury as a distinct cause of action 
(see Maze v. Employer's Loan Society, 217 Ala. 44, 114 So. 574 (1927)) rather than at- 
tempting to bring it within the conventional categories of tort liability. Goodrich, 
Emotional Disturbances as Legal Damage, 20 Mich. L. Rev. 497 (1921); 18 Iowa L. 
Rev. 397 (1932). 


Trial Practice—Power of Federal Court To Deny New Trial upon Defendant’s 
Consent to Increased Damages—{Federal].—Plaintiff, having obtained a verdict in 
an action based upon the defendant’s negligence, moved for a new trial on the ground 
of inadequate damages. The trial court ordered that judgment be entered for $1,000 
more than the verdict if the defendant consented, otherwise, a new trial would be 
granted. On appeal by the plaintiff, held, that the court had no power to make such an 
order, since, under the seventh amendment to the Constitution of the United States, no 
fact determined by a jury can be re-examined otherwise than according to the rules 
of the common law; and at common law a new trial was the only way to re-examine the 
question of damages when the verdict was for an inadequate amount. Morton, C. J., 
dissenting. Schiedt v. Dimick, 70 F. (2d) 558 (C.C.A. 1st 1934). 

The order made by the court in the present case is the converse of the well established 
remittitur practice. In using the remittitur, the court may, in certain cases where the 
defendant moves for a new trial on the ground of excessive damages, order a new trial 
unless the plaintiff consents to a judgment for the amount which the court thinks a 
reasonable jury would assess, remitting the excess. Western Union Telegraph Co. ». 
North, 177 Ala. 319, 58 So. 299 (1912); North Chicago Street R. Co. 0. Wrixon, 150 Ill. 
532, 37 N.E. 395 (1804); Yard v. Gibbons, 95 Kan. 802, 149 Pac. 422 (1894). See notes 
in 53 A.L.R. 783 (1928); 39 L.R.A. (N.S.) 1064 (1912); 14 Minn. L. Rev. 675 (1930). 
The remittitur has been long held not to violate the seventh amendment. Arkansas 
Valley Land and Cattle Co. v. Mann, 130 U.S. 69 (1889); Clark v. Sidway, 142 U.S. 682 
(1891); Jacoby v. Johnson, 120 Fed. 487 (C.C.A. 3d 1903). 

There seems to be no distinction between the remittitur and the order made in the 
present case. In the opinion reference is made to the argument that a jury awarding 
excessive damages has found plaintiff’s damage to be at least equal to the sum fixed by 
the court because it had been assessed at that figure and more, while in the case of in- 
adequate damages, there can be no implied finding by the jury if the greater amount. 
In each case, however, the court discards the jury’s finding and denies the motion for a 
new trial if the other party consents to accept an amount which the court believes a 
reasonable jury would find. Moreover, the argument that defendant should not be 
allowed to complain in case a remittitur results in a judgment more favorable to him 
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than the jury’s verdict, applies equally to the plaintiff who receives a judgment more 
favorable than the verdict. 

The trial court had large, though perhaps not unlimited, discretion to compel the 
plaintiff to take judgment for the inadequate amount assessed by the jury as the ruling 
of a federal court on a motion for a new trial seems ordinarily non-reviewable. Railroad 
Co. v. Fraloff, 100 U.S. 24, 31 (1879); Fairmount Glass Works v. Cub Fork Coal Co., 287 
U.S. 474 (1933); see Hinton, Power of Federal Appellate Court To Review Ruling on 
Motion for New Trial, 1 Univ. Chi. L, Rev. 111 (1933). The plaintiff, therefore, should 
not be able to complain if he receives more favorable treatment. The court might well 
have regarded the practice of remittitur and the order made in this case as essentially 
similar so that the sanction of one practice would be the sanction of the other. 

While the power of a federal court is limited by the seventh amendment, this limita- 
tion does not necessitate the retention of old forms of practice and procedure nor pro- 
hibit the introduction of new devices better adapted to the efficient administration of 
justice. Walker v. New Mexico & Southern Pacific R. R. Co., 165 U.S. 593 (1897); 
Grand Trunk Western Ry. v. Lindsay, 201 Fed. 836 (C.C.A. 7th 1912). Hence, con- 
sidering the conceded propriety of the remittitur, the lack of substantial distinction 
between it and the order in this case, and the saving of expense and time the new prac- 
tice could entail, while accomplishing substantial justice, it is regretted that the circuit 
court of appeals did not sanction the order made by the trial court. See Geoffrey ». 
Iilingsworth, 90 N.J.L. 490, 101 Atl. 243 (1913), holding that this practice was per- 
missible under the Supreme Court Rules of New Jersey. 


Trusts—Charities—Divisibility of Trust Partially Invalid—{New York].—A 
testamentary trust provided for the payment of $1,000 annually out of income to the 
person making the greatest advance toward a cure for cancer, the remainder of the in- 
come to go to a hospital for the relief of cancer patients; when a cure had been perfected 
to the satisfaction of the trustees, the principal was to be divided equally between the 
hospital and the person or persons who had discovered and perfected the cure. In pro- 
ceedings for an accounting of the settlor’s estate, it was held, the entire trust was in- 
valid since it was private in part, providing for gifts to individuals for their own use, 
and was of indefinite duration. In re Judd’s Estate, 272 N.Y.S. 674 (1934). 

Trusts which are in aid of, and tend to advance, learning are considered valid public 
or charitable trusts and the charitable purpose may be accomplished by the gifts of 
scholarships, prizes, and awards even though the recipients are not in financial need 
and may dispose of the benefits as they wish. Ashmore v. Newman, 350 Ill. 64, 183 N.E.1 
(1932); Coleman v. O’Leary’s Executor, 114 Ky. 388, 70 S.W. 1068 (1902); In re Bart- 
lett, 163 Mass. 509, 40 N.E. 899 (1895). See Bogert, Trusts (1921), § 58; Zollman, 
Charities (1924), § 300. Where the prizes tend to promote patriotism, the trust is 
charitable. Thorp v. Lund, 227 Mass. 474, 116 N.E. 946 (1917). A trust which encour- 
ages the fine arts by means of annual awards benefits mankind in general sufficiently 
to be considered a charity. Almy v. Jones, 17 R.I. 265, 21 Atl. 616 (1891). The promo- 
tion of an important science or industry through the use of prizes and awards may 
properly be the object of a charitable trust. Ashmore v. Newman, 350 Ill. 64, 183 N.E. 1 
(1932); American Academy of Arts and Sciences v. Harvard College, 12 Gray (Mass.) 582 
(1832); Palmer v. Union Bank, 17 R.1. 627, 24 Atl. 109 (1892). Seemingly the court in 
the principal case should have had no difficulty in considering as charitable a trust de- 
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signed to make more likely the discovery of a cure for cancer by awards to individuals 
for meritorious work. 

But, accepting the court’s holding that part of the trust was non-charitable, it 
would not necessarily follow that the entire trust was invalid. Where a trust has both 
charitable and non-charitable objects and the non-charitable portion is for some reason 
invalid, the charitable portion will generally be sustained if violence is not thereby done 
to the settlor’s apparent intent. Bogert, Trusts (1921), § 68. If the trustee may devote 
the entire property to either the charity or the non-charity alone, the entire trust is 
void for uncertainty. Minot ». Attorney General, 189 Mass. 176, 75 N.E. 149 (1905); 
Morice v. The Bishop of Durham, 9 Ves. Jr. 399 (1804), afd. 10 Ves. Jr. 521 (1805). 
But if the trustee must give something to charity, though the amount be in his discre- 
tion, a court will divide the sum equally if the trustee fails to apportion. Salusbury v. 
Denton, 3 Kay & J. 529 (1857). See also In re Wright’s Estate, 284 Pa. 334, 131 Atl. 188 
(1925). Where the amounts given to the charity and non-charity are specified and 
separable, the courts are generally able to sustain the charity without departing from 
the settlor’s scheme of distribution. Bristol v. Bristol, 53 Conn. 242, 5 Atl. 687 (1885); 
Reasoner v. Herman, 191 Ind. 642, 134 N.E. 276 (1922); Lewis v. Lusk, 35 Miss. 401 
(1858); Todd v. St. Mary’s Church, 45 R.I. 282, 120 Atl. 577 (1923). In the present case 
divisibility is complicated by the fact that although the amounts to go to the charity 
and non-charity are definite, the income and principal are apportioned differently. 
But dividing the principal into two equal parts, one part falling into the residue and the 
other part being sustained as a valid charity, thus permitting the charity to receive a 
greater proportion of income than was intended, might well have been preferable to 
striking down the entire trust. 


Wilis—Construction of Power of Appointment—Devolution on Invalid Execution 
of Power—{Massachusetts].—The principal of a trust created by a testator was to 
go to such use as her brother by will or other writing should appoint. The brother 
in his own will disposed of his own property and then attempted to dispose of the 
property over which he had the general power of appointment by the creation of three 
trusts. The cestui of one trust could not take because of a lapse and the other two could 
not take because of the rule against perpetuities. The trustee under the will of the 
original testator asked instruction as to the disposition of the fund. Heid, that the fund 
should pass to the administrator of the estate of the orother-donee of the power, and 
not to the heirs or administrator of the donor as in default of appointment. Talbot ». 
Riggs, 191 N.E. 360 (Mass. 1934). 

Because the donee of the power of appointment may properly appoint to himself, 
his executors or administrators (Farwell, Powers, (3d ed. 1916) ), some courts have 
considered him as the owner of the property subject to the power. Wright v. Wright, 41 
N.J. Eq. 382, 4 Atl. 855 (1886); Comm. v. Williams’ Executors, 13 Pa. 29 (1849); 
Appeal of Appleton, 136 Pa. 354, 20 Atl. 521 (1890); Roach v. Wadham, 6 East 289 
(1805). Under such a view, should the donee fail to exercise properly the power, the 
property would, of course, pass by intestacy to the heirs or next of kin of the donee. 
Little v. Ennis, 207 Ala. 111, 92 So. 167 (1922); Collins 0. Collins, 126 Ind. 559, 25 N.E. 
704, 28 N.E. 190 (1890); Clark ». Cammann, 160 N.Y. 315, 54 N.E. 709 (1899); see also 
2 Page, Wills (2d ed. 1926), 2084-94, §§ 1254-1260. 

English courts, in determining the devolution of property subject to a general power 
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of appointment, the exercise of which has been unsuccessful, have distinguished cases 
where the appointment was direct to the appointee and cases where the appointee was 
made the beneficiary of a trust. As to the former, it is said that it is solely a matter of 
determining the intent of the donee. If he intended to take the property out of the in- 
strument conferring the power for only the limited purpose specified, he has not con- 
sidered himself the owner of the property for all purposes, and hence it passes to the 
heirs or administrator of the donor as if in default of appointment. Easwm v. A pple- 
ford, 5 My. & C. 56 (1840); Laing v. Cowan, 24 Bea. 112 (1857); In re Boyd, [1897] 2 Ch. 
232. If the donee has shown an intent, by his attempt to appoint or otherwise, to con- 
trol the property for all purposes he will, in effect, be regarded as having appointed to 
himself and the property will pass by intestacy to his next of kin. Im re Davies’ Trusts, 
13 Eq. 163 (1871); Coxan v. Rowland, [1894] 1 Ch. 406; In re Vander Byl, {1931} 1 Ch. 
216. 

Where, however, the power is attempted to be exercised through the creation of a 
trust, it is said that it is no longer a question of intention, but merely one of resulting 
trust which here would be in favor of the donee or his next of kin, since he was the cre- 
ator of the trust. In re Van Hagan, 16 Ch. D. 18 (1887); Chamberlain v. Hutchinson, 22 
Bea. 444 (1856); Lefence v. Freeland, 24 Bea. 403 (1857); In re Pinede’s Settlement, 12 
Ch. D. 667 (1879); In re Scott, [1891] 1 Ch. 298; in re Marien, [1902] 1 Ch. 314; see 
also 2 Jarman, Wills, (7th ed. 1931), 792-4; Gray, Rule against Perpetuities (3d ed. 
1915), 443, § 504a. Though the Massachusetts court in the present case held that the 
property should pass to the next of kin of the donee of the power and cited English 
cases of the group last referred to, it placed its decision not merely on the ground that a 
trust had been used in the exercise of the power, but that the donee had manifested the 


intent to make the property his own. See Dunbar v. Hammond, 234 Mass. 554, 125 
N.E. 686 (1920); Bundy v. United States Trust Co., 257 Mass. 72, 153 N.E. 337 (1926). 


Wills—Joint and Mutual—Secret Revocation—{Illinois]—H and W executed a 
joint and mutually reciprocal will. Later H, without notice to W, executed another 
will with different provisions. In a suit in equity brought after the revoking will was 
admitted to probate held, one justice dissenting, the decree requiring a distribution ac- 
cording to the joint will be affirmed. Curry v. Cotton, 356 Ill. 538, 151 N.E. 307 (1934). 

A joint will is a single instrument constituting the will of two persons. If the testa- 
tor has the power to revoke then the revoking instrument will be probated but because 
of a contract he may have lost the privilege of revoking; a bill in equity will lie to en- 
force the contract. Allen v. Bromberg, 163 Ala. 621, 50 So. 884 (1909); Estate of Rolls, 
193 Cal. 504, 226 Pac. 608 (1924). The mere physical form of the instrument is often 
made the basis of presumption or even of absolute rules of law as to the existence of a 
contract not to revoke. Thus it is often said that a joint will is sufficient evidence of the 
existence of a contract while separate wills, though similar and mutual and executed 
simultaneously, are not. Edson v. Parsons, 155 N.Y. 555, 50 N.E. 265 (1898); Kenney 
v. Kenney, 45 Oh. App. 249, 186 N.E. 853; see Frasier v. Patterson, 243 Ill. 80, 90 N.E. 
216 (1909); Wagon Biast v. Whitney, 12 Ore. 83, 6 Pac. 399 (1895); Gray v. Perpetual 
Trustee Co. [1928] A.C. 391. Some courts, perhaps assuming the existence of a con- 
tract, have then proceeded to treat joint and mutual wills as if they were inherently 
different from ordinary wills with “revocation” of them effective only if made with 
notice while both parties are alive, or perhaps unless the survivor accepts no benefits 
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under the will. See Jn re Lage, 19 F. (2d) 153 (D.C. Lowa 1927); Campbell v. Dunkel- 
berger, 172 Ia. 385, 153 N.W. 56 (1915); Wright v. Wright, 215 Ky. 394, 285 S.W. 188 
(1926). Other courts have held these wills to be “irrevocable’”’ under all circumstances. 
Stevens v. Myers, 91 Ore. 114, 177 Pac. 37 (1918); Prince v. Prince, 64 Wash. 552, 117 
Pac. 255 (1911). These courts also hold that if no contract can be found the “‘revoca- 
tion” may be secret and will be effective even if the survivor has accepted benefits 
under the will. Wilson v. Gordon, 73 S.C. 155, 53 S.E. 79 (1903). 

The Illinois cases, while often mentioning “compact” and “agreement” and occa- 
sionally even “contract,” have stated and repeated many dogmatic rules purporting to 
govern the “revocability” of joint wills. The leading case has been Frazier v. Patterson, 
243 Ill. 80, 90 N.E. 216, 27 L.R.A. (N.S.) 508 (1909), which indicates that joint and 
mutual wills are inherently different from ordinary wills and can only be revoked ac- 
cording to certain set rules. Such arbitrary rules, undesirable in that they are not based 
on the intention of the parties, are entirely foreign to the flexible rules of contracts. 
Their true basis has not been satisfactorily explained. In fact the rules are slightly in- 
consistent, or at least differ as to the effectiveness of a secret revocation during the 
joint lives of the makers. Curry v. Cotton is the first case squarely raising this question 
and therefore requiring an explanation of the reasons for the rule. 

Both the majority and the dissenting opinions found solace in one or more of the 
dogmatic rules. But both opinions abandon these rules as governing the case and re- 
duce the issue to that of the existence of a contract. While again the court might have 
been clearer in stating the requirement of proving the existence of the particular prom- 
ise necessary for recovery, and there might have been a better discussion of this proof 
from the point of view of all the available evidence, both opinions were decidedly more 
satisfactory than the previous opinions in this field in Illinois. It is to be hoped that 


Curry v. Cotton inaugurates in this state the modern tendency to solve these problems 
in the light of contract principles, and that it will supplant Frazier v. Patterson as the 
leading local case on joint and mutual wills. 
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Restatement of the Law of Agency. St. Paul: American Law Institute Publishers, 

1933. Pp. xxxiv, 1390. $12.00. 

The Restatement of the principal subjects of the common law, which has been pro- 
ceeding since 1923, is a task of equal magnitude and importance. If the multiplicity of 
jurisdictions in the United States makes the work of more urgent necessity than a 
similar undertaking in England, its progress has been viewed by English lawyers with a 
mixture of admiration and envy. Few English lawyers would fail to welcome a compe- 
tent analysis of the vexed subjects of the common law, even if no serious suggestion 
exists of codification. The Restatement of the Law of Agency, published in 1933, 
which might suitably be dedicated to the memory of Professor Floyd R. Mechem, pro- 
vides, within a comparatively narrow compass, an example which English lawyers 
would be happy to emulate. 

It is clear that of a work which extends into two volumes and covers 1390 pages no 
attempt can profitably be made to offer detailed criticism. The only practicable course 
is to select certain passages as typical of the whole. The present reviewer hopes he will 
be forgiven if he approaches his task from the point of view of English law and thus 
offers the most obvious standard of comparison to assist the task of examination. In 
this manner it is proposed to deal successively with the following subjects: (1) Ratifi- 


cation; (2) Undisclosed Principal; (3) Liability for Fraud; (4) Liability of Agents to 
Third Parties. 


(1) RATIFICATION 

The doctrine of ratification was thus stated by Chief Justice Tindal in Wilson ». 
Tumman, 6 Man. & G., 236, 242 (c. p. 1843): “That an act done for another by a per- 
son, not assuming to act for himself, but for such other person, though without any 
precedent authority whatever, becomes the act of the principal, if subsequently ratified 
by him, is the known and well-established rule of law. In that case the principal is 
bound by the act, whether it be for his detriment or for his advantage, and whether it 
be founded on a tort or a contract, to the same extent as by, and with all the conse- 
quences which follow from, the same act done by his previous authority.” In the dog 
Latin which lawyers affect, Omnis ratihabitio retrotrahitur et mandato priori aequipara- 
tur. Now the question immediately arises, if the ratification refers back to the time of 
the formation of the original contract between the agent and the third party just as if 
the agent were equipped ab initio with conclusive authority, can the third party with- 
draw his offer in the interval between its acceptance by the agent and its affirmance by 
the principal? 

The question arose in the English Court of Appeal in 1889 in the case of Bolton 
Partners 0. Lambert, 41 Ch. D. 295 (1889). In that case the defendant had made an 
offer of purchase to a certain Scratchley, who was agent to the plaintiff company, but 
was not authorized to make any contract of sale. Scratchley accepted the offer on be- 
half of the plaintiffs. The defendant subsequently withdrew his offer, whereupon the 
plaintiffs ratified Scratchley’s acceptance. The Court of Appeal held that the de- 
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fendant’s withdrawal was inoperative and that the plaintiffs were entitled to specific 
performance. The decision, though apparently a logical deduction from the doctrine of 
ratification, was severely criticised by Lord Justice Fry in his book on “Specific Per- 
formance’”’ and was distinguished by Mr. Justice Maugham in 1931 in Watson v. Davies, 
[1931] 1 Ch. 455. In the Bolton Case he said: “The decision of the court was founded 
on the view that there was a contractual relation of some kind which could be turned 
into a contract with the company by a ratification,” while in Watson v. Davies the 
agent had told the third party that he had no authority to accept his offer and there 
was thus no contract which the principal could by ratification appropriate for his own 
benefit. The decision in the Bolton Case, therefore, though its authority has not been 
directly impugned, is recognized as a source of difficulty and as an injustice to the third 
party in a complicated issue of facts. He may find himself bound by his offer while the 
intended principal is free to accept or reject it as he pleases. In these circumstances 
section 88 is of peculiar interest to the English lawyer.” To constitute ratification, the 
affirmance of a transaction must be before the third person has manifested his with- 
drawal from it either to the purported principal or to the agent, and before the offer or 
agreement has otherwise terminated or been discharged.” In other words, Lord Justice 
Fry’s strictures upon Bolton Partners v. Lambert, 41 Ch. D. 295 (1889), are justified and 
the reasoning in this case rejected. The result, if it is not strictly logical, gratifies com- 
mon-sense and would be received with pleasure by English lawyers. 


(2) UNDISCLOSED PRINCIPAL 

The anomalous doctrine of the undisclosed principal has long disturbed the har- 
mony of Anglo-American law. It was introduced by Chief Justice Lee in the middle of 
the eighteenth century in circumstances which still await adequate explanation, it 
manifestly disregards the principle of privity of contract, and it has been attacked with 
severity bordering on ferocity by such writers as Ames, as at once misleading and su- 
perfluous. In the face of all these disadvantages it obstinately retains its hold on the 
law, and the draftsmen of the Restatement, no less than English judges, recognize that 
it is too late to do more than regret its existence. One of the complicating factors in its 
evolution has been the necessity of distinguishing two possible cases: where the exist- 
ence as well as the identity of the principal remains undisclosed, and where the third 
party realizes that he is in fact dealing with a principal, but is ignorant of his person- 
ality. In the former case the Restatement refers to the principal as “undisclosed” and 
in the latter as “partially disclosed.” The nomenclature is convenient and will be 
adopted. 

An important distinction between these two cases is brought out in the two English 
cases of Armstrong v. Stokes, L.R. 7 Q.B. 598 (1872) and Irvine v. Watson, 5 Q.B.D., 102 
(1879). In both cases the question to be decided was this: Suppose between the time 
when the agent B made the contract with the third party C and the time when C dis- 
covers the principal to be A, A has paid or otherwise settled with B. How does this 
affect the rights of C? On the one hand, is A to pay twice over? On the other hand, is 
C to be deprived of his rights by a private course of dealing between A and B? It was 
decided in Irvine v. Watson, 5 Q.B.D. 102 (1879), that, in the case of the partially dis- 
closed principal the fact of payment or settlement between A and B is immaterial. In 
spite of such payment, C, when he discovers A’s identity, can sue him if he so prefers. 
But in the case of the undisclosed principal, according to Armstrong v. Stokes, L.R. 7 
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Q.B. 598 (1872), such payment is decisive and effectually prevents C from suing A. 
The reasons for the distinction are plausible. In the case of the partially disclosed 
principal, the third party, when he entered the contract, knew at least of the principal’s 
existence and relied to some extent upon his credit. The principal cannot, therefore, by 
his own act, lessen this credit. But where the third party is ignorant of the very exist- 
ence of a principal, no question of reliance upon his credit can arise and he is not un- 
fairly damnified by arrangements between the principal and the agent. 

The distinction and the reasoning given in its support are virtually adopted by sec- 
tions 183 and 208 of the Restatement. The conclusion was perhaps inevitable, but may 
still be regretted by an academic lawyer. The arguments are specious rather than 
sound. The amount of credit given to the nebulous figure of the partially disclosed 
principal cannot be satisfying to the business man, and the reasoning becomes almost 
ludicrous when read in conjunction with the doctrine known in England as the Rule in 
Schmaliz v. Avery, 16 Q.B. 655 (1851). According to this doctrine, where a party con- 
tracts as agent for a principal whom he does not name, he may afterwards disclose the 
fact that he has in reality no principal at all, but was acting for himself. The reasoning 
offered by Mr. Justice Patteson in support of this conclusion is that “the defendant 
cannot have been in any way prejudiced in respect to any supposed reliance on the 
solvency of the freighter, since the freighter is admitted to have been unknown to him 
and he did not think it necessary to enquire who he was.” How is this position to be 
reconciled with the arguments adduced to support the distinction between the Irvine 
». Watson and Armstrong v. Stokes cases? It would seem, if generally applicable, to 
make the position of an undisclosed principal untenable. It is some slight matter for 
regret that the draftsmen of the Restatement could not have expressed their conclu- 
sions in more guarded terms. 


(3) LIABILITY FOR FRAUD 

Difficult questions have arisen in determining the liability in fraud of a principal 
when the misrepresentations have been made by the agent in the course of his author- 
ity. According to the English authorities, four points are now clear. (a) If the princi- 
pal instructs his agent to make the false statement, the principal is liable, though the 
agent is innocent of deceit. (b) If the principal purposely employs an agent ignorant 
of the truth in order that the latter may innocently make the false statement, the prin- 
cipal is similarly liable in fraud. (c) The principal cannot enforce or take the benefit of 
a contract induced by the material misrepresentation of an agent, whether such mis- 
representation be fraudulent or not and whether it be authorized or not. (d) The prin- 
cipal, though he may be personally innocent, will be liable for his agent’s fraud, even if 
this was perpetrated for the agent’s benefit, provided that the principal placed him in 
the position to accomplish the deceit. These rules are substantially embodied in sec- 
tions 256-263 of the Restatement and the comments and illustrations contained there- 
in. But there remains a doubtful point in English law on which the opinion of the 
draftsmen of the Restatement is of interest. Is the principal liable in fraud for a state- 
ment known by him to be false, but made by his agent innocently and without his 
knowledge or authority? 

The only English decision directly in point is the case of Cornfoot v. Fowke, 6 M. and 
W. 358 (1840). The facts in this case appear to have formed the model for the illustra- 
tion set out on page 567 of the Restatement, and the decision of the court was that the 
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principal could not be made liable in fraud, because “though he knew the fact, he was 
not cognisant of the misrepresentation being made nor ever directed the agent to make 
it.” The decision, however, has not escaped criticism. Lord Halsbury in Pearson ». 
Dublin Corporation, [1907] A.C. 351, said, “If it was supposed to decide that the princi- 
pal and agent could be so divided in responsibility that, like the schoolboy’s game of 
‘I did not take it, I have not got it,’ the united principal and agent might commit fraud 
with impunity, it would be quite new to our jurisprudence. The case is not law if it is 
supposed to affirm the proposition to which I have referred.” The answer is that Corn- 
foot v. Fowke, 6 M. and W. 358 (1840), does not assume to affirm any such proposition. 
The decision only emphasises the fact that there can be no fraud where there is no 
evidence of the absence of honest belief in the person sought to be made liable. From 
the wording of section 256 of the Restatement, coupled with that of the comment and 
illustration on pages 566 and 567, American law would seem to accept the decision in 
the Cornfoot v. Fowke case. It differs, however, from the English law in that it contem- 
plates the possibility of an action for negligent misrepresentation, a doctrine rejected, 
at least as a general proposition, by the English courts. 


(4) LIABILITY OF AGENTS TO THIRD PARTIES 

Difficulties have arisen in determining the rights and liabilities of the parties when 
an agent acts on behalf of a principal who labours under some legal incapacity which 
prevents him from implementing the contract. According to the orthodox view of the 
English law, the agent becomes personally liable on the transaction in the principal’s 
place, and the authority usually cited in support of this statement is Kelner v. Baxter, 
L.R. 2 C.P. 174 (1866). The facts in this case were substantially those given in the 
first illustration on page 722 of the Restatement. The defendant accepted the plain- 
tiff’s offer on behalf of a company not yet incorporated, and, in giving judgment 
against the defendant, Chief Justice Erle said: “As there was no company in existence 
at the time that the contract was made, the contract would be wholly inoperative un- 
less it were held to be binding on the defendants personally.” The company, when in- 
corporated, could not ratify because of the rule that ratification is only permissible 
when the party on whose behalf the agent ostensibly acted was in existence at the for- 
mation of the contract. 

Section 326 of the Restatement seems substantially to accept the decision in Kelner 
v. Baxter, L.R. 2 C.P. 174 (1866). It is presumed that an agent “purporting to make a 
contract with another for a principal whom both know to be non-existent or wholly 
incompetent” is a party to the contract, though the presumption is not irrebuttable. 
It is further stated in the comment to this section that “where a promoter makes a 
contract in the name of an as yet nonexistent corporation, it is permissible to find 
either that the promoter is intended to be a party or that an offer is being made which 
may be accepted by the corporation after its birth.” 

The difficulties of accepting this view, however, are not negligible. Why should the 
agent be made liable on the contract? It was never intended to be made with him, but 
with the company which it was sought to promote, and to foist a liability upon him 
simply because the original intention of the parties has failed seems perilously like an 
inelegantia juris. The difficulty was appreciated by Mr. Justice Williams in the later 
English case of Hollman v. Pullin, 1 Cababe and Ellis 254 (Q.B. 1884). In that case the 
plaintiff had contracted on behalf of an association which in fact had no legal capacity 
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to contract as it had failed to comply with statutory requirements of registration. The 
learned judge distinguished Kelner v. Baxter, L.R. 2 C.P. 174 (1866), on the ground 
(supported, it may be added, only too scantily by the facts of the case) that the defend- 
ant might there be taken to have contracted personally in addition to the supposed lia- 
bility of the company, and then proceeded to lay down the general rule in the following 
words: “If an alleged agent professes to conclude a contract in the name and on be- 
half of an alleged principal and without using language expressing that he contracts 
personally, no rule of law can convert his position into that of a contracting party, by 
reason only of there not having been at the time any principal in existence who could 
be bound.” 

The view thus expressed would seem at least to be more logical. One is tempted to 
assert that the draftsmen in section 326 and the accompanying comment sought to beg 
the question by making the issue a question of fact and adding a presumption in favour 
of the agent’s liability. It is not intended to deny the possibility, on the facts of any 
particular case, of an acceptance by the agent of a personal liability in addition to his 
position as agent, but, if a presumption were needed, it would surely have been better 
to raise it in favour of, rather than in opposition to, the general principle of the law. 
The whole question, however, is admittedly one of difficulty, and here, as elsewhere, 
the draftsmen, pursuing their function of “stating clearly and precisely in the light of 
the decisions the principles and rules of law,” are too often faced with the Herculean 
task of making order out of a mass of chaotic decisions. One English lawyer, at least, 
concluded his examination of the present volumes with envy at their opportunity and 
admiration for their achievement. 

C. H. S. Frroor* 


Bonds and Bondholders, Rights and Remedies, with Forms. By Silvester E. Quin- 
dry. Chicago: Burdette Smith Co., 1934. 2 Vols. Pp. 1381. $20. 


Mr. Quindry is a member of the Chicago Bar and this book is apparently the result 
of his practice in that city since the collapse of 1929. The bulk of Volume One is de- 
voted to a discussion of the remedies of holders of defaulted corporate bonds. It is a 
comprehensive survey of all of the remedies available to trustees, protective commit- 
tees and majority bondholders; it should prove useful to minority bondholders seeking 
a catalogue of the means of asserting their rights or of harassing the majority. For- 
tunately the corporate reorganization amendment to the Bankruptcy Act has now 
been passed. The book is recommended to younger members of the Bar and to lawyers 
not specializing in corporate practice as a convenient means of acquiring background 
information and as suggesting remedies for consideration. For lawyers specializing in 
the field it should prove a convenient guide to the authorities. Of particular interest is 
the chapter on Liquidating Trusts—a vehicle for salvaging the investment of holders of 
real estate bonds which has several advantages and which should come into more gen- 
eral use. 

The book does not purport to be an authoritative treatment of the underlying legal 
theories involved or of their historical development. It is designed for practicing law- 
yers rather than for law students or instructors. 

The book will not be particularly useful to lawyers engaged in drafting papers for 
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the issuance of corporate bonds or their reorganization. The subject is not approached 
from the viewpoint of the draftsman who is concerned that all necessary and appropri- 
ate clauses are inserted and that all applicable laws are complied with and none vio- 
lated. 

Four chapters by contributing authors deal with: Refunding and Collecting Munic- 
ipal Bonds; Surcharging a Trustee, which deals not with the responsibilities of a cor- 
porate trustee but with the duties and liabilities of trustees under personal testamen- 
tary and living trusts as to investment in corporate securities; Reclamation Proceedings 
in Bankruptcy; and Rights and Remedies of Holders of Foreign Bonds. These chap- 
ters are not closely enough related to the main subject to justify their inclusion and 
might better have been contributed as leading articles to Law Reviews. 

In Volume Two are found ten forms which occupy 383 pages. It is not apparent 
why they were included. While the instruments of corporate finance are similar in out- 
line there are no accepted standard forms; they vary greatly in detail and from one 
jurisdiction to another, and are constantly developing with changes in practice and 
new legislation. For example, we note the following clauses in the published forms: 
the gold clause is obsolete; the 2% federal tax clause was eliminated by the Revenue 
Act of 1934; a provision in a bond for interest on past due interest violates usury laws 
in some states; and a judgment clause in a bond is not effective in some states. Illustra- 
tive forms are always available and each attorney specializing in the subject must build 
up his own set of forms. 

This reviewer deplores the tendency to expand one volume books into two volumes, 
Certainly an author prefers credit for publishing a useful one volume introductory text 
book rather than for publishing a two volume work which does not meet acceptance as 
an authoritative treatise. Mr. Quindry would readily agree that the time has not yet 
arrived when the latter can be done with the subject treated in his book. Specialists in 
the subject can scarcely keep up with changes in practice, new legislation and current 
administrative rulings which may or may not be in accord with what has been con- 
sidered the law. This book should therefore be regarded as a useful comprehensive but 
introductory treatment of a complex and rapidly developing subject. 


Pau CHRISTOPHERSON* 


Publications of the Colonial Society of Massachusetts, Volumes XXIX, XXX, 
Collections, Records of the Suffolk County Court, 1671-1680. Boston: Pub- 
lished by the Society. 1933. Part I, pp. xciv-+-562; Part II, pp. viii+-563-1233. 
The Court records of any period contain a great deal of incidental information on 

economic and social aspects of life. They are particularly welcome to the historias 

when other documentary evidence is none too plentiful. The Massachusetts Bay rec- 
ords of the County Court of Suffolk include also a selection from the large mass of 
papers still preserved in the Court files, particularly depositions, inventories and rea- 
sons of appeal. Many of these are documents of great human interest, furnishing an 
excellent corrective to any notion that seventeenth century Puritans spent virtually 
all of their time in ascetic preparations for heaven. 

For one interested in the history of the law in America such publications are of real 
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value, revealing as they do how what was supposed to be the law actually worked out 
in everyday affairs. 

The Massachusetts Bay Company under its first royal charter presented the inter- 
esting spectacle of a corporation which had quietly turned into a commonwealth. By 
refusing to allow appeals to the English Courts the charter provision that local legis- 
lation must not be “repugnant” to that of England was practically nullified. By refus- 
ing to admit that Parliament might bind them by legislation, the leaders jealously 
guarded their right to virtually complete local self-determination. 

For some years no attempt was made to pass a complete civil and criminal code, and 
yet the records of the Court of Assistants show that hundreds of cases were heard and 
determined by the magistrates. Only in a very general fashion was the law of England 
followed. In over four-fifths of the criminal cases that came before the Court of Assist- 
ants from 1630 to 1643 penalties were inflicted at variance with those provided at 
home. Popular distrust of such great discretionary powers, even if exercised in accord- 
ance with the Scriptures, led to the drawing up of the celebrated Body of Liberties, 
which began by stating that no man should be “. . . . indammaged under colour of 
law or Countenance of Authoritie, unless it be by vertue or equitie of some express law 
of the Country . . . established by a general Court . . . or in case of the defect of a 
law in any parteculer case by the word of god.” 

By 1671, when this volume of Suffolk records begins, the General Court had passed 
a fairly complete code of laws, and no cases appear in these records which were decided 
solely on the basis of the Bible. Biblical references and principles are, however, referred 
to in some twenty cases. 

In an extended and careful introduction to these records, Zechariah Chaffee calls 
attention to a number of points illustrated by the Suffolk cases. He inclines to the 
view that “the English common law had a decisive influence upon the language and 
form of the colonial statutes.” The present reviewer would agree that English in- 
fluence was at least a decided one. It is important to recall, however, that English 
law was not binding as such. An unfriendly observer from England reported in 1676, 
“They sweare their Jurors to determine causes Civill and Criminall according to the 
Lawe of that Country, without respect to the Laws of England which are neither in 
the whole or in any part of them valid or pleadable in their Courts till. . . received and 
voted such by a General Assembly.’ 

No English statutes or precedents are cited in the Suffolk cases. The records on the 
other hand seem to show prosecutions for miscellaneous minor offenses, and instances 
of torts for which damages were given, none of which was expressly provided for by 
Massachusetts statutes or for that matter by the word of God. (Introduction xxx). 

In civil litigation the action on the case is used in more than three quarters of the 
cases. This is a far greater proportion than in contemporary England, but the desig- 
nation in many instances does not correspond with English usage. Actions of debt 
were common. Trespass and replevin appear, sometimes loosely used. The technical- 
ities growing out of the variety of English writs of summons were largely avoided by 
having one statutory form of summons. (Introduction xl). 

Pleadings were largely oral. Jury trials were a matter of course. Rules of evidence, 
as in contemporary England, were elementary and apparently not clearly formulated. 
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The testimony of witnesses was submitted in the form of depositions. There is no 
evidence that witnesses were cross-examined. In appealing one case, a litigant com- 
plains that one “evidence” is “only a Hearesay” (p. 653). 

There were no separate Courts of Equity, but an early statute gave “the Bench” 
power to determine any equity cases, and the Suffolk records show that this power 
was frequently exercised. Chaffee concludes that “the Massachusetts Courts felt the 
necessity of doing more to compel specific performance and restitution than an Eng- 
lish law Court would do, even though the colonial Courts did not give precisely the 
same relief as the English Chancery or impose so much pressure to bring about obedi- 
ence to orders.” (Introduction lv). 

Artuour P. Scort* 


A Collection of the Diplomatic and Consular Laws and Regulations of Various Coun- 
tries. By A. H. Feller and Manley O. Hudson. Washington, D.C.: Carnegie 
Endowment for International Peace. 1933. 2 vol. Pp. 1505. 

A “Research in International Law” conducted under the auspices of the Harvard 
Law School has, as its Director, Professor Manley O. Hudson, Professor of Internation- 
al Law in that school, and a widely recognized authority in that field. With his col- 
league, Professor Feller, he has written this work, just published by the Carnegie 
Endowment for International Peace. It is intended as an up-to-date collection of the 
various laws and regulations concerning diplomatic privileges and immunities and the 
legal status and functions of consuls, etc., which might help toward a codification of the 
law in these regards. It is also intended to be of assistance in the current activities of 
diplomats and consuls, and in connection with the work of jurists and publicists. 
Assuredly the task could have been undertaken by none more competent. A more 
painstaking and successful work it would be hard to find. All available sources seem 
to have been drawn upon and the work gives us in English a full and accurate account 
of the laws and regulations on the subject of all civilized countries from Albania 
to Yugoslavia. There are added a list of treaties concerning consuls and a most satis- 
factory index. Oh, si sic omnes! 

The information is almost wholly from official publications and is, consequently, 
perfectly reliable. 

What are for us the most interesting portions are those dealing with the English- 
speaking nations, the United States and the British Commonwealth of Nations. It is 
to be noticed that the authors, differing in that respect from most writers, recognize 
the essential change of status in the British Dominions. With most, Canadians are 
still subjects of England and the Governor-General actually takes part in the govern- 
ing. Concerning the United States, the story begins with the Articles of Confederation 
and Perpetual Union of July 9, 1779 and is continued to the present—a full recapitula- 
tion of the provisions of statutes, regulations etc., is given in a practical order. In Eng- 
land, in the British Commonwealth of Nations, the United Kingdom of Great Britain 
and Northern Ireland is first dealt with. It is pointed out that the beginnings of 
English diplomatic intercourse are to be found in the 14th century. In 1327, the 
Bishop of Norwich was sent to France to negotiate a treaty; a Venetian Ambassador 
was sent to England in 1320; but the first permanent diplomatic representative sent 

*Associate Professor of History, the University of Chicago. 
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to England was in 1487, when the King of Castille sent Roderigo Gondesalvi de Puebla 
to represent him. 

One curious difference is to be found in the duties of the consuls of the two coun- 
tries—the consul from Great Britain is given authority to solemnize marriage abroad, 
while the United States says: ‘‘A consular officer of the United States has no power to 
celebrate marriage in a Christian country between citizens of the United States unless 
specifically authorized by the laws of the country to do so. In non-Christian countries, 
his authority to perform this rite is not sufficiently well established and defined in the 
jurisprudence of the United States to justify action upon it. It is deemed safer to forbid 
consular officers, and they are hereby forbidden.’’ 

The several nations of the British Commonwealth of Nations are taken up seriatim, 
the different provinces of Canada receiving separate treatment, then the colonies and 
possessions followed by the territories under British mandate. 

Some of the regulations governing consuls of other countries are, at least, interesting. 
Argentina directs its representative to “visit by card the mayor of the mumnicipe of the 
Capital. These visits shall be returned by card within forty-eight hours.” Chile de- 
termines precedence, inter alia, on “Personal conduct and qualifications for social life,” 
and has three articles on the use of uniforms. Austria gives specific instructions as to 
what “are to be regarded as especially aggravated circumstances of an insult to honour.” 
Colombia warns its consuls that committing an offence abroad, they will be punished 
in accordance with the provisions of the Code, ignorance of such provisions being no 
excuse. Bolivia calls for a knowledge of French and the language of the country to 
which sent. For certain diplomatic positions, Cuba requires the Degree of Doctor or 
Licenciado in Law; and forbids its representatives to engage in any business. To re- 
ceive an appointment to a consular position, the Dominican Republic requires the 
applicant to “enjoy a respectable social position”’; and has six articles on uniform, and 
three on “Precedence at Banquets.” Ecuador has a whole Decre of Regulations for the 
Diplomatic Ceremonial aud Egypt allows Consulates General to have four dragomans 
and four yassakdjis. Haiti provides for the appointment of a “Chief of Ceremony,” and 
has two articles on “Funeral Honors.” Hungary provides every Honorary Consul with 
“a flag, free of charge,” but Liberia requires its representatives to “provide themselves 
with an escutcheon, flag, seal and . . . library,” and does not omit to give definite in- 
structions as to uniform. Mexico forbids relatives to serve in the mission. Venezuela 
is particular to direct its representatives not “to take part in any manner in the politics 
of the country . . . . and they must abstain from all manifestations of opinion in the 
same.” (If a certain British representative had borne the wisdom of this in mind, he 
would not have suffered the humiliation he did, when Washington spoke.) A consular 
official of the Netherlands may “take cognizance alone and without appeal of all claims 
against Netherlands subjects . . . . when the claim amounts to no more than 75 flor- 
ins” ; but he of Nicaragua can only arbitrate “in a friendly way”; and, while the repre- 
sentative of Rumania can “judge all disputes among Rumanians,” yet “Appeals from 
consular decisions are made before the Court of Appeal of Bucharest.” Norway pun- 
ishes crimes of a particular character committed against the envoy of a foreign State 
with a penalty increased by half, while Paraguay doubles the penalty, and San 
Marino does the same. Quot homines, tot sententiae. 


Wrtu1aM Renwick Riwpe..* 
*Justice of Appeal, Ontario. 
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The Theory and Practice of Modern Taxation. By William Raymond Green. New 

York: Commerce Clearing House, Inc. 1933. Pp. vii+-266. $2.75. 

This volume, written by one who as a former member of Congress achieved distinc- 
tion for his statesmanship as a member of the Ways and Means Committee of the 
House of Representatives, is a distinct disappointment. The expectations created by 
the impressive title, The Theory and Practice of Modern Taxation, are not fulfilled. The 
volume is practically devoid of any discussion of the theories of taxation, and even the 
practical matters are sketchily and inadequately presented. The writer is at his best in 
discussing the problems involved in the development and execution of the federal in- 
come tax, but these are so rapidly passed over that the reader is only introduced to one 
problem after another. For indicating the problems in this field the book is useful, but 
outside the field of federal finance the writer seems lost. For example, the chapter on 
State Taxation in General, dealing with the tax problems of American states, is written 
in terms of relieving the burden on real estate and concerns itself primarily with the 
taxation of real estate and personal property. Sales taxes are mentioned here, and 
effective administration, centralized and local, is stressed, but many major problems 
are not even mentioned. The vast literature on state and local taxation is not opened 
to the student. Not a single work in this field is cited and the only person mentioned 
in the chapter is Senator Cummins. 

In failing to cite the literature and the contributions of noted scholars the chapter 
just mentioned is typical of the entire book. The palpable lack of authorities cited and 
the omission of references to cardinal contributions of famous men appear in every 
chapter. There is no bibliography, no “selected references’’ for students, and few cred- 
it lines. Legal scholars will be disappointed by the lack of citations to cases referred to 
and by the omission of leading decisions. Where statistics are used, they are selected 
from readily available sources, but the reader is not often given information as to the 
source, reliability, or the exact character of the data. For example, it is stated on page 
234: “Statistics show that in most States it takes from 30 to so per cent of his [the 
farmer’s] net income from the land taxed, and in instances where there has been a 
partial or nearly complete failure of crops, it has been known to take all of his net in- 
come or more to pay the tax.” The source of this quotation is not given, and even the 
facts as stated are not related to a long-run consideration of property values, nor to an 
adequate consideration of the incidence of this particular tax. The discussion of in- 
cidence of this tax—and of other taxes—is especially feeble. Moreover, the author paid 
little attention to fiscal history in the preparation of his book. In discussing income 
taxes there is no reference to the early state taxes nor to the colonial “faculty”’ taxes. 
Early state inheritance taxes are likewise overlooked. In sketching the history of the 
United States income tax no mention is made of the corporation tax of 1909 although 
statistics presented for later years include both corporation and personal taxes. 

A few pages are taken from Congressional experience to pay respects to critics: 

“Many criticisms of the form of the statutes providing for the income tax in this country 
have been carelessly or ignorantly made It is continually being said that the form of the 
law ought to be improved but the Government has been searching for those who can improve 
it for years without success. Critics are always numerous but constructive capacity is scarce. 
. . . . But in all this period [1916-32] no definite proposition for simplifying the income tax has 
ever been presented to either committee [Ways and Means or Joint Committee on Taxation], 
much less has anyone ventured to attempt drafting either the law or any part thereof in better 
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form. While the writer was serving as chairman of the Joint Committee on Taxation, he ap- 
pointed a number of distinguished experts on taxation as an advisory committee on the form of 
the revenue law. This advisory committee made a valuable report which was of much assist- 
ance in drafting the revenue law of 1928, but did not go far in simplifying it. This may be said 
to show that the public is more interested in the kinds of taxes levied and in the rates than in 
the manner of their application, but it also shows how much easier it is to criticize a legislative 
act than to construct one in proper form” (pp. 65-68). 

If true, it is, of course, a sad commentary on the intellectual bankruptcy of the pro- 
fessional students of income taxation that they could not suggest improvements in the 
income tax law in the years under discussion. The history of that period seems to indi- 
cate that the administration did not care particularly for their views nor did it seem to 
desire to correct many obvious defects in the law. The responsibility for law making 
would seem to rest on Congress rather than on the critics. The federal government © 
could, and still can, learn much from the experiences of certain states in the adminis- 
tration of income taxes, especially from Delaware and Wisconsin. The attitude of the 
author can easily be explained, but a survey of the literature will reveal many suggested 
improvements in income taxation made by a large number of competent students. 
That they did not appear in Congress to urge the adoption of their suggestions is beside 
the point. It is too easy an alibi to say “no one appeared”’; the obligation of legislators 
is to search for the means of improving fiscal statutes. The difficulties in the subje-t 
matter indicate the need for technical assistance from professional specialists in public 
finance and warrant closer cooperation from a staff of such men working for the 


Treasury and committees of Congress. Good precedents of this character have recent- 
ly been established. 


In one respect, however, the book is outstanding—it presents a liberal, social point 
of view. This runs throughout the entire book and appears conspicuously in the chap- 
ters on the income tax and sales tax and with reference to expenditures on such things 
as education. The book is also refreshing for its common sense and the many practical 
suggestions of the author. 


Smzon E. Letanp* 


The Law of Citizenship in the United States. By Luella Gettys. Chicago: The Uni- 
versity of Chicago Press, 1934. Pp. xxii, 221. $3.00. 

The subject of citizenship in the United States was deserving of a new and compre- 
hensive analysis inasmuch as it is thirty years ago since Van Dyne’s treatise on citizen- 
ship was published. While, of course, there have been articles in the various law re- 
views, particularly in the American Journal of International Law, since that date, on 
significant developments, no one had considered the subject as a whole. 

There is a foreword to Miss Gettys’ book by Professor Quincy Wright of the Uni- 
versity of Chicago, who says that the book “is unquestionably the most comprehensive 
treatment which has appeared on the subject of citizenship in the United States.” 

Miss Gettys, a former Carnegie Fellow in International Law, received a grant-in-aid 
from the Social Science Research Council, which also subsidized the publication. She 
conferred with such governmental experts as Richard W. Flournoy, Jr., and John J. 
Scanlan of the Department of State, and Henry B. Hazard of the Immigration and 


* Professor of Economics, University of Chicago. 
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Naturalization Service. Critical and suggestive aid was furnished by Professors Garner 
of the University of Illinois, Quincy Wright of the University of Chicago, and John P. 
Senning of the University of Nebraska. 

Three main sources are used in the study: legislation, judicial opinion, and adminis- 
trative decision. Attention is also directed to certain treaties and conventions bearing 
on the international aspects. Reference is also occasionally made to the statutes of for- 
eign countries. These, however, Miss Gettys does not appear to have examined her- 
self, but are cited from the Harvard Research in International Law. This particular 
research was five years old, hence there have doubtless been changes. At pages 28 and 
185 she cites the Research as to which countries apply the jus soli and which the jus 
sanguinis. At page 137 she cities the Research as to states which avoid statelessness by 
providing that the marriage of a woman national to an alien does not deprive her of her 
own nationality unless she gains the nationality of her husband, and at page 139 as to 
states in which marriage confers the nationality of the husband upon the alien wife. 
Since there have been many and swift changes as to the rules governing the effect of 
marriage upon citizenship in recent years the present statutes may well be different 
from what they were five years ago. As the study is devoted almost entirely to the 
municipal law of the United States, however, analysis of the statutes of foreign states 
could hardly be expected. A study of the British and Canadian statutes might have 
been helpful. 

Miss Gettys also consulted numerous treatises on law and political science dealing 
with citizenship. A bibliography filling seven pages cites the law review articles and the 
public documents on the subject. Following this is a list of cited cases and a compre- 
hensive, helpful index. The new 1934 citizenship statute, having been enacted while 
the volume was in press, is referred to in an addendum. 

The book is divided into eight chapters. The first chapter deals with the general 
principles and sources of citizenship. A definition of citizenship is set out. It is pointed 
out that while from the point of view of its own law a state may regulate citizenship as 
it will there are certain ill defined limitations from the standpoint of international law. 
There is a discussion of federal and state citizenship before and after the Fourteenth 
Amendment. 

The second chapter discusses citizenship by birth. The rule of jus soli is first dis- 
cussed and the meaning of the phrase “in the United States” and “subject to the juris- 
diction thereof” is considered. The rule of jus sanguinis is next considered. The third 
chapter deals with individual naturalization. The fourth, dealing with judicial inter- 
pretation of naturalization, considers such matters as the meaning of “free white per- 
son,” “owe permanent allegiance,” “of good moral character,” and “five years residence 
within the United States.” The fifth chapter deals with the effect of marriage on citi- 
zenship, a field in which there have been great changes in the past two decades due to 
the improved status of women. The sixth chapter touches briefly upon collective 
naturalization and then considers, at greater length, citizenship in the territories. The 
seventh chapter, covering loss of citizenship, deals with the methods of expatriation 
and the presumption of expatriation. The eighth chapter entitled “Conclusion,” con- 
tains suggestions first as to internal problems and then as to international problems. 
The internal problems treated deal with citizenship by birth, the policy of naturaliza- 
tion, and a new national code of citizenship. The international phases considered are 
conflicts of nationality, the status of naturalized citizens in their native country, and 
international efforts to establish uniform nationality laws. 
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In some places when citing cases in the lower federal courts the particular court is 
referred to. This is not followed throughout though the convenience of practitioners 
would thereby have been facilitated. The author speaks of Porto Rico instead of 
Puerto Rico. 

Miss Gettys’ book is well worth reading. It considers every important phase of the 
law of citizenship. It does this clearly and concisely. The historical background pre- 
sented clarifies many a problem. One can hardly refrain from lingering doubts, how- 
ever, as to whether so large a subject can be adequately treated within the limits of a 
two-hundred-page book. Miss Gettys’ book is a good summary of what the cases have 
said and what leading students have thought about citizenship. There is very little of 
originality, however, in any of her ideas. The analysis of judicial decisions does not 
strike the writer as particularly profound. Often she states what the courts have held 
without offering criticism that might well be made. The large number of topics covered 
in so short a space results in occasional sketchiness of treatment. The book ought, how- 
ever, to prove very useful to practitioners, and furnishes, at least, an excellent starting 
point for scholars. 


Lester B. OrFreip* 
* Associate Professor of Law, University of Nebraska 


Plans of Corporate Reorganization. By Philip M. Payne. Chicago: The Foundation 
Press, Inc., 1934. Pp. vii, 652. $10.00. 

This volume may perhaps be useful to practitioners and students of reorganization 
for three reasons. (1) It furnishes in convenient form a reprint of certain important 
Congressional reports' bearing upon section 77B of the Bankruptcy Act.* (2) Over 
two-thirds of the book consists of actual plans of reorganization and other documents 
used in various real estate, railway, utility and industrial reorganizations, including 
four petitions? and a plan‘ and final decree’ used in proceedings under section 77B. 
(3) The footnotes contain generous references to what the author in his foreword rightly 
refers to as the most helpful material on the subject, that is, law review articles. 

In other respects, however, the volume is definitely disappointing. Besides the ma- 
terial referred to above, it contains about ninety pages of text under the chapter head- 
ings “Development of the Law,” “Economic Principles of Corporate Reorganizations,” 
“Methods of Effecting Reorganizations,” “Deposit Agreements and the Securities 
Act,” “Fair and Equitable Plans,” and “Important Statutory Provisions Affecting 
Corporate Reorganizations.” This text material is superficial in its treatment of every 
problem, haphazard in organization, and grossly inaccurate—even in its statement of 
vital statutory provisions. A word may be added in specification of each of these 
charges, although extended review of the book seems unwarranted. 

On each topic treated, the author’s discussion is vastly inferior to that available in 
law review articles and notes to which reference is usually made. Instead of presenting 
in condensed form a thoughtful analysis of the problem, Mr. Payne has preferred to 
echo and re-echo the familiar ambiguous and question-begging generalities. The chap- 
ter on “Deposit Agreements and the Securities Act” is particularly inadequate. Mr. 
Payne’s nine pages on this subject cannot even be compared with the nine-page stu- 

* Part IV, chapters IV, V and VI. 3 Pp. 555 ef seq. 

*P. L. No. 296, 73d Cong., ad Sess. (1934). 4P. 486. 5 P. 569. 
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dent note recently published in the Columbia Law Review.‘ Instead of even sugg 
ing some of the fascinating questions which are puzzling lawyers in connection wit! 
the application of the Securities Act to reorganizations, Mr. Payne is content to quote 
a number of statutory provisions, most of them appearing also in other parts of the 
book, and a fragment from the rules of the Securities and Exchange Commission. — 
Little thought seems to have been given to the organization of the text material 
When only ninety pages are allowed for a discussion of such important problems, it 
would seem that some economy should be practiced in the use of the limited space, 
Instead, however, the book is redundant ad nauseam: sentences of the foreword re- 
appear in the introduction to part III, which also repeats some of the obvious ge 
ities already dignified as “Economic Principles of Reorganizations” in chapter II 
part II. § 
The most serious defect, however, in this book is in the misstatement of crucial 
statutory provisions. The one feature of sections 777 and 77B of the Bankruptcy Act” 
which is more familiar than any other to lawyers and business men alike is the feature” 
which permits reorganizations to be effected with the assent of two-thirds of each class 
of creditors or security-holders without making any cash distribution to dissenters. It” 
is therefore nothing short of astounding to find the statement made five times® in Mr, 
Payne’s text, in one form or another, that provision must be made to assure to minority _ 
security holders adequate protection for the realization by them (in cash or the equiva- 
lent) of the value of their claims. After the fifth statement to this effect, Mr. Payne © 
adds “Thus, the doctrine of the Phipps case has been disapproved by Congress and 
made inapplicable to the reorganization of corporations.”® In that case,” it was at- 
tempted, without the aid of statute, to force a minority of less than five per cent to” 
take new securities rather than permitting them to insist upon a sale and a right to re- 
ceive in cash their share of the proceeds of a sale. This is exactly the doctrine which” 
Congress has adopted in sections 77 and 77B whenever the plan is approved by two- © 
thirds of each class. What Mr. Payne has done is to confuse two provisions. In 3 
event that two thirds of any class of creditors fail to approve a plan, then it may not b 
confirmed unless adequate provision is made for members of this class to secure, eith 
by the conventional sale or by equivalent methods, the value of their claims." 
provision Mr. Payne has without the slightest warrant taken to be applicable to 
classes, whether or not two-thirds of their members have approved the plan. A 
ago he made the same misstatement as to section 77." It is true that the original Ho 
Bill 14359 introduced in the Seventy-second Congress did provide for payments in” 
cash to dissenting secured creditors, but it remains difficult to see how Mr. Payne ~ 
can have remained ignorant of the change. en iivt hasseene to laree heen ane 
aware of it when he quotes arguments designed to answer constitutional objections to 
depriving dissenters of their traditional right to a distribution in cash." 


Wiser G. Karz* | ; 
* Associate Professor of Law, University of Chicago Law School. 


6 34 Col. L. Rev. 1348 (1934). * Pp. 10-11, 32, 37-38, 51, 104. 
747 Stat. 1474, 11 U.S.C.A. § 205 (1933). 9 P. 104. 
*© Phipps v. C., R. I. & P. Ry. Co., 284 Fed. 945 (C.C.A. 8th 1922). 

™ Section 77(g)(6); 77B(b)(s), (e)(r). 


™ Payne, Fair and Equitable Plans of Corporate ee 20 Va. L. Rev. 37, 4% 
85-87 (1933). 
3 P. 108. 












